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Soundly trained and thor- 





ighly equipped accountants are needed 


“more today than ever before! | 
‘Never has there been such an urgent 


demand for accountants of ability. Never have the 

y nities for professional development, business 
advancement and patriotic'service been greater or 
more numerous. 


Every young business man, every high-school grad- 
‘uate, every college or commercial school student, should con- 
sider these three facts :— 


1. The tremendous volume of Government business Tequires a 
very large number of accountants. Accountants from allover 

have made a splendid response and are rendering a high patriotic service. 
Many more accountants are needed by the Government. - The places left 
vacant by those who have entered Government service must be filled— 


. and filled quickly! 
]. The adjustment of business to high-pressure war conditions has created 


a greater necessity for accountants. The nation’s business machinery is 


geared to high speed and high volume of production, and men with sound , 


technical training, keen analytic ability, and well developed constructive 
‘and executive faculties, are the only kind of men to drive that machinery 


- at a win-the-war standard. They will be even more greatly needed to 
golve the problems of readjustment after the war. 


” 3. In the professional field of the Certified Public Accountant, the de- 


mand greatly exceeds the supply of qualified practitioners. Accountancy 
work of the C. P. A. is full of in- 


young man who is willing to capitalize his time, invest his spare energy, 
and prepare himself for the C. P. A. examinations by studying Account- 
ancy and Commercial Law three evenings each week. 


‘We have told you of these Let us tell you about our 


’ ‘courses and the thorough, timely and intensive training we can give you. 
_. Make up your mind to enroll this fall. ; ; 


For catalogue, address ROY FRASER, Superintendent 


Brooklyn, N. Y. Wits 
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Depletion of Copper Mines in Relation to 
Income Tax Returns* 
By Witi1aAM B. GoweEeR 


Those who follow with interest the published annual reports 
of our large copper mining corporations and have scanned the 
income returns for the year 1917, which certain of them have 
given to the press and to their shareholders, must have been sur- 
prised at the magnitude of the deduction made therein for deple- 
tion applying to the exhaustion of natural deposits. 

One large corporation, with an income of $9,871,000 remain- 
ing after liberal provision for taxes, shows a deduction there- 
from of $4,791,000 for depletion of the mine. Another with a 
similar income of $22,457,000, shows a deduction therefrom of 
$5,516,000 for depletion. A third illustration is that of an Arizona 
mining corporation deducting $1,747,000 from an income of 
$4,950,000 after taxes. It might be too much to say that deduc- 
tions from income for depletion, to the extent indicated, are 
representative and typical in the copper mining industry; it is 
sufficient to say that they are indicative. 

It is but a short time ago that deductions from income for 
depletion of mineral deposits were of rare occurrence in the 
accounts of the copper mining industry. In exceptional instances 
the ore extinguishment charges found periodic recognition in the 
accounts; but the industry as a whole was indifferent or was 
opposed to the idea, owing to the uncertainties which surrounded 
the subject and the resulting complications in the accounts, in the 
presentment of earnings statements and in the apportionment of 





*A thesis presented at the May, 1918, examinations of the American Institute of 
Accountants. 
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dividend payments between surplus earnings and reserves for 
depletion. Prior to 1909 there appeared to be no compensating 
material advantages, no monetary gain, in making this concession 
to strict accounting theory. 

The various federal tax laws based on net income of corpora- 
tions have changed all this. The first stirring of the waters came 
with the passage of the 1909 tax law. The movement was acceler- 
ated by the specific mention in the 1913 tax law of a deduction 
from gross income, for depletion of mineral deposits, in order to 
arrive at net income. It gathered momentum with the adoption 
of the 1916 tax law, and the promulgation by the treasury depart- 
ment of specific regulations on the subject. The early opposition 
of the treasury department to the idea of depletion as a deduc- 
tion has not only disappeared, but, in consequence of the invested 
capital feature of the war excess profits tax law of 1917, the 
department now requires a declaration from mine owners to the 
effect that exhaustion of mineral deposits has been provided for 
adequately. The indifference of the copper mining industry has 
disappeared completely and has been replaced by active interest 
in the subject. From a negligible sum, the deductions made by 
the mining industry in its income tax returns for depletion of 
ore bodies have increased in recent years to hundreds of millions 
of dollars. The history of this complete reversal is both inter- 
esting and instructive. 

Years ago accountants recognized that the gradual exhaustion 
of the mineral deposits inherent in the business of mining was an 
element of expense which had its place in the subordinate accounts 
of proprietorship which Professor Sprague has termed the eco- 
nomic accounts. They reasoned that in the process of mining 
there was a parting with assets in the expectation of recovering 
ultimately assets of greater value, just as there is in permanent 
and continuous manufacturing ventures; and that the same rules 
which govern the accounting in the latter must necessarily apply 
to the former. In the economic accounts of permanent and con- 
tinuous manufacturing concerns the decreases of wealth are off- 
sets to the increases, but for analytic purposes they are recorded 
separately—on the one side, profits, gains, revenue, income earn- 
ings; on the other side, losses, expenses, charges, outlays—the 
former, increases of wealth for services given; the latter, 
decreases of wealth for services received. 
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In recognizing depletion of the ore body as an element of 
expense, a parting with assets in the expectation of recovering 
assets of greater value, accountants were on unassailable ground. 
In their application of the theory, however, they were less fortu- 
nate. The principles which the profession in general accepted 
were stated clearly by A. Lowes Dickinson in 1904, and reiter- 
ated later by him in his work Accounting Practice and Procedure 
(edition 1914, page 172). 


The product taken out of the land becomes stock in trade as soon as 
it is extracted, and whatever the land was worth before its extraction, it 
is clearly worth an appreciable amount less thereafter. The provision to 
be made should be on the basis of the quantity extracted, having regard 
to the total available, and to the realizable value of the property after the 
products have all been extracted. The same principle would also apply 
to timber lands where no provision is made for reforesting. The conten- 
tion is sometimes raised that no provision need be made for exhaustion 
of subsoil products where the amount known to be in a definite tract at 
the end of any period is largely in excess of that which had been dis- 
covered at the beginning of the period. This argument can not, however, 
be admitted except as a reason for reducing the rate to be provided. As 
a general principle, whatever there was in the ground, whether known or 
unknown, has been reduced during the period under consideration by 
whatever amount has been extracted; and while the new discoveries may 
be accepted as reducing the necessary rate of provision for extinction 
from, say, one dollar to one cent per unit of quantity, the original prin- 
ciple that provision must be made holds good on the smaller figure, what- 
ever it is. It may be, of course, that the provisions made in earlier years 
have been sufficient to cover a number of future years on the basis, from 
the commencement, of the rate subsequently found to be sufficient in view 
of the new discoveries; and in this case there would be no necessity to 
provide further for extinction until the total production at the new rate 
is equal to the total amount written off. 


When we examine this authoritative statement of the position 
so long accepted by accountants in general on the subject of 
depletion of mineral deposits, we find an embodiment of a theory, 
and the application of that theory, stated or inspired, substan- 
tially as follows: 

THEORY 


(1) That gradual exhaustion of the ore body is an element of 
expense which may be included in the operating accounts, 
but does not necessarily appear throughout the period during 
which the process of exhaustion continues. 


(2) That the total expense of this character which may be 
included in the operating accounts of a mining property is 
commensurate exactly with the original cost value of the 
mine (if purchased with cash, capital stock of definite par 
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value, or with other property of definitely determinable value) 
or the original appraised value of the mine if purchased with 
capital stock of no stated par value. 


(3) That after this originally stated value has been absorbed as 
an expense into the operating accounts, there is no more 
expense of this character, even though valuable minerals 
continue to be won from the same property. 


APPLICATION OF THEORY 


(1) An amortization of the originally stated value of the mining 
property, corresponding broadly to depreciation of plant, 
equipment and assets of a similar character. 


(2) When it is possible to determine in advance the exact ton- 
nage of mine content, the periodic depletion charge is 
a fraction of the originally stated value whose numerator is 
the tonnage of the ore extracted during the period, and whose 
denominator is the total original tonnage of mine content. 


(3) In cases of new discoveries of ore bodies, the periodic deple- 
tion charge continues to be a fraction of the originally stated 
value of the mine, but the denominator of the fraction is 
changed by adding the tonnage of new discoveries to the 
originally known tonnage of mine content. 


In considering the application of this theory to the copper 
mining industry it must be borne in mind that new discoveries of 
ore bodies are the rule, rather than the exception. If the industry 
as a whole, therefore, had adopted the depletion rules described 
by Mr. Dickinson, the result would have been (as he himself 
points out) the registration periodically in the economic accounts, 
as an element of expense, of charges for ore extracted carrying 
constantly varying rates per ton for the same or similar material. 
In a given year, a ton of ore might be charged at one dollar; in 
the next year, a ton of the same grade of ore might be charged 
at one cent; in the next year, at any value between the two; in 
the following years, perhaps a temporary cessation of any charges, 
with a resumption later on. This anomaly by itself is sufficient 
to explain the general non-acceptance of the depletion plan by 
mine owners and executives. 
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Depletion of Copper Mines in Relation to Income Tax Returns 


The advent of income tax laws, which recognized by specific 
mention a deduction from gross income for exhaustion of natural 
deposits in order to arrive at net income, compelled mine owners, 
executives and accountants to re-examine the subject. The pro- 
mulgation by the treasury department of specific accounting rules 
quickened their activities, more especially as these regulations 
were inconsistent with the principles formerly accepted. Mine 
accountants are not yet agreed upon the entire procedure which 
should be followed, or the new principles which should be 
adopted, but the tendency is toward the adoption of the following: 


THEORY 


(1) That gradual exhaustion of the ore body is an element of 
expense which should be taken up in each and every fiscal 
period during which minerals continue to be won from the 
mine, at a more or less constant rate per ton. 


(2) That the total expense of this character to be absorbed in 
the operating accounts is the intrinsic value of the mine con- 
tent (in place, en bloc) which existed from the beginning, 
although much of it may have been latent and determined 
only by “extension in depth.” 


(3) That by the term “intrinsic value of the mine content” as 
used above is meant the product of two factors: 


(a) The tonnage of mine content as finally ascertained. 


(b) A unit price per ton representing the bed-rock value of 
the average grade of ore, in place, en bloc, including 
proved ore, probable ore and prospective ore, estimated 
at the commencement of business. In bed-rock value 
the price of metals in estimated mine content is calcu- 
lated at some figure between “basic” and “normal”; cost 
of production and selling is calculated at maximum 
probability ; the rate of mining and the life of the prop- 
erty must be estimated; from these factors a discounted 
or present value at true rate of interest is obtained; and 
this capital-value is then reduced by a substantial deduc- 
tion due to the element of risk. 
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APPLICATION OF THEORY 


(1) The depletion expense of each and every fiscal period during 
which mining operations occur is the tonnage of ores 
extracted multiplied by the more or less constant rate per 
ton established by original estimate of value in place. 


(2) The rate per ton of ore extracted, for purposes of the deple- 
tion expense computation, would change only in the event of 
subsequent discovery of relatively large bodies of ore of a 
grade differing widely from the original estimates. 


(3) In the case of “extension in depth” developing new values 
it may be necessary from time to time to adjust the book 
value of the mining property, in order to harmonize with 
intrinsic value, 


It is important to note that these principles imply the neces- 
sity of occasional adjustment of the book value of the mining 
property in order to harmonize with proven intrinsic value, as 
above defined. The excess value arising from “extension in 
depth” is in its nature capital surplus—a part of the original 
contribution of the proprietors—and it would be entered in the 
accounts of proprietorship accordingly. The fact that in the 
administration of the present income tax law any excess value 
of this character over that established as of March 1, 1913, will 
be considered as an income surplus, and not as a capital surplus, 
does not change the underlying principle in any way. It may be 
income surplus for purposes of tax legislation, and mine owners 
may have to return it as such; but in accounting theory it is 
capital surplus, and should be so recorded in the accounts. 

It is interesting to trace the stages through which we have 
passed in development of the theory and application of depletion 
of mineral deposits and its influence upon income tax legislation. 

The corporation excise act of 1909 required the net income 
of corporations to be determined by deducting from the gross 
income, inter alia, “all losses actually sustained within the year,” 
including “a reasonable allowance for depreciation of property, 
if any,” etc, 

The mining industry, in general, did not believe that this pro- 
vision in the statute was sufficiently specific or broad to include 
within it an allowance for ore extinguishment, and few corpora- 
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tions considered it worth while to make a deduction of this char- 
acter in their returns of net income. There were exceptions, 
however, and the issue was quickly joined by the Nipissing 
Mines Company, which deducted from the gross income the value 
in place of the ore removed during the taxable year, at the rate 
of 31.1 cents per ton. The deduction was disallowed by the 
treasury department, and the case was tried in the United States 
district court, southern district of New York. The view of the 
corporation prevailed, mainly as a result of the opinion expressed 
by Justice Lacombe in his charge to the jury. Unfortunately, 
limits of space do not permit us to quote his opinions in full, but 
the final paragraph states the general position with such force, 
and had such an effect upon subsequent legislation, that it is well 
to repeat it here: 

If the known value of an ore bed were exactly $2,000,000 and exactly 
$500,000 were taken out of it each year, in four years there would be 
nothing left. It is difficult to say why it may not reasonably be said that 
the ore bed suffers each year a depreciation of $500,000, just as a $10,000 
piece of machinery with a life of ten years, suffers a depreciation of $1,000 

ch year. As I read the statute congress intended to allow all reason- 
able depreciations to be deducted from the gross profits to find the net; 
and the reasonableness of any deduction asked for depends upon the 
nature of the claim on which it is based, not upon the amount of dollars 
it may aggregate. Nor is it apparent why it should make any difference 
that one cannot tell with reasonable certainty the total value of the 
deposit so long as the value of the amount removed in any one year 
can be ascertained with sufficient accuracy. Nor is it apparent why the 
problem is altered in any way by the circumstance that the property was 
bought at a very high or at a very low price, or that the capitalization 
of the company which owns it is large or small. 

It is to be observed that in this judicial opinion the basis of 
amortization is the whole intrinsic value of the mine content, 
salable in place, which existed from the beginning, and not merely 
the original cost or recorded book value or what might be termed 
the originally stated value. As a result of Justice Lacombe’s 
opinion, the treasury department promulgated T. D. 1742 on 
December 15, 1911, a long and somewhat complicated pronounce- 
ment, which recognized depletion of mines as a deduction in arriv- 
ing at net income, but regarded it as an amortization of intrinsic 
value existing at January 1, 1909, in the case of properties 
acquired before that date. Its application of the theory, however, 
was unsound and almost incomprehensible; but this was of little 
consequence, as it was never acted upon and was quickly con- 


signed to oblivion, 
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Meanwhile, another case was pending in the United States 
courts involving a still wider application of the theory of deple- 
tion of mines. This was the case of Stratton’s Independence, 
Limited, and it raised the question that mining companies were 
exempt entirely from liability to tax under the act of 1909. The 
main contentions were (a) that the proceeds of ores mined by 
a corporation from its own premises were not income, but a mere 
conversion of its capital assets from one form into another; and 
(b) assuming that the proceeds from ore sales should be treated 
as income, such proceeds in their entirety result solely from deple- 
tion of capital, and were deductible as depreciation. 

The supreme court regarded such an extension of the theory 
of depletion as inadmissible, and the argument in favor of it as 
sophistical ; but the closely reasoned opinion of the court indicated 
clearly its belief that some allowance, a reasonable allowance, 
was intended to be made in the tax law of 1909 for depletion of 
mineral deposits. 

The decision of the supreme court in the Stratton’s Indepen- 
dence case appeared very shortly after the passage of the income 
tax law of 1913, in which there appeared for the first time a spe- 
cific mention of depletion of natural deposits as a factor in deter- 
mining net income. Under this law a deduction from gross income 
might be made, as follows: 


In the case of mines a reasonable allowance for depletion of ores and 
all other natural deposits, not to exceed 5 per cent. of the gross value at 
the mine of the output for the year for which the computation is made. 


The pressure of the mining industry and the force of the 
Lacombe opinion had compelled at least a qualified legislative 
acceptance of the idea that the gradual exhaustion of the ore 
body was an element of expense in determining net income. That 
it was coupled with a restriction, which in most cases vitiated 
correct application of the theory, was a matter of secondary 
importance. The restrictive clause was a palpable makeshift, 
with not a shred of reason to support it. In most cases its effect 
was to strike out the all-important adjective “reasonable” as 
applied to the depletion allowance; in other cases to restrict the 
allowance to less than the actual cash purchase price of the 
tonnage. 

The 1913 tax law was silent on the fundamental question as 
to whether the total expense for depletion of mineral deposits was 
commensurate with 
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(a) the value of the mine as reflected by the original capital 
investment; 
or 


(b) the appraised value of the mine content at a date set by 
legislative enactment ; 
or 


(c) the intrinsic value of the mine content which existed from 
the beginning, whether then known or latent. 


The treasury department, however, undertook to construe the 
law by regulations No. 33 of January 5, 1914, and in article 142 
declared that aggregate deductions for depletion of mines must 
not exceed the original capital investment. 

The discussions which arose out of the confusion created by 
the makeshift treatment of depletion of mineral deposits in the 
tax law of 1913 resulted in substantial progress towards a better 
understanding of the principles involved. This was reflected in 
the present income tax law, enacted in 1916, where a large step 
in advance was made through the adoption of the following 
formula: 


In the case of mines a reasonable allowance for 
depletion thereof not to exceed the market value in the 
mine of the product thereof which has been mined and 
sold during the year for which the return and computa- 
tation are made, provided that when the allowance 
authorized shall equal the capital originally invested, or 
in case of purchase made prior to March 1, 1913, the 
fair market value as of that date, no further allowance 
shall be made. 


The depletion clauses of the tax law of 1916 have been con- 
strued by the treasury department at considerable length in T. D. 
2446 of February 7, 1917. The essentials in the case of mines 
acquired before March 1, 1913, are as follows: 


Total amount of depletion expense 
which may be absorbed in operating costs 
The fair market value of the mining property as of March 1 
1913, meaning thereby the price at which the mineral property 
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as an entirety in its then condition could have been disposed of . 
for cash or its equivalent. 


Annual rate of extinguishment 


A constant value per ton (or unit) applied to the tonnage of 
ore mined and sold during the year. 


Ascertainment of constant unit rate 


The fair market value of the mining property as of March 1, 
1913, divided by the number of units (tons, pounds, etc.) in the 
mine, estimated if not ascertainable exactly. 


We who hold to the view that a fair value for the ore extracted 
from a mine must at all times constitute an expense item in the 
economic accounts, and that the aggregate expense of this char- 
acter is the intrinsic value of the mine content which it possessed 
from the beginning, without regard to arbitrary capital investment 
figures or conjectural values made at the time of acquirement of 
the property, are not shaken in our position by anything in the 
tax law of 1916. We do not even regard the position as incon- 
sistent with the law, and we would continue to include depletion 
expense among the deductions, if proper, even after the absorp- 
tion of the prescribed maximum; but we would be obliged, under 
the law, to return as gross income any excess over the aggregate 
depletion deductions permitted by the statute. Consequently we 
regard the question raised by the restrictive clause in the deple- 
tion paragraph as one which involves the right to require us to 
return as income the increment over originally appraised or 
stated value determined by the expansion of the ore reserves 
through “extension in depth”—a phase of the economic question 
as to the distinction between capital and income. 

The final question relates to the method to be pursued by the 
treasury department in applying the present income tax law, so 
far as depletion of mineral deposits is concerned. The statute 
opens up the insuperable difficulties which underlie the problem 
of mine valuation, for as Mr. Hoover says in his standard work, 
“it is utterly impossible to accurately value any mine, owing to 
the many speculative factors involved.” He points out that the 
value of in situ deposits of copper, etc., depends upon 





(a) The profit that may be won from ore exposed; 
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(b) The prospective profit to be derived from extension of the 
ore beyond exposures ; 


(c) The effect of a higher or lower price of metals; 
(d) The efficiency of the management during realization; 


and that the factors which arise on the valuation of mines involve 
a wide range of subjects, all containing more or less speculative 
features, which factors he enumerates as consisting of 


(1) Determination of average metal contents of the ore. 
(2) Determination of quantities of ore, 

(3) Prospective value (“extension in depth’). 

(4) Recoverable percentage of gross value. 

(5) Price of metals. 

(6) Cost of production. 

(7) Redemption or amortization of capital and interest. 


According to the treasury regulations the value of the mining 
property “must be determined upon the basis of the salable value 
en bloc, as of that date, of the entire deposit of minerals contained 
in the property owned, exclusive of the improvements and devel- 
opment work.” This is a mere general direction, wholly lacking 
in specific features; but it is supplemented by certain negative 
directions, saying how the mine value must not be determined. 
The value must not be based upon assumed salable value of the 
output under current operative conditions, less cost of production. 
It must not be a speculative value. 

Unfortunately the negative directions contained in the regula- 
tions prohibit the adoption of usually accepted practice in mine 
valuation, while the positive directions do not supply a working 
alternative. The matter is discussed at considerable length in a 
report made by a committee of the American Institute of Mining 
Engineers, but the conclusion reached, herewith quoted, seems 
rather to leave the whole question where it was— 

Therefore, an amount, less than the earning value of the mine, 
representing, as far as possible, a consideration of all underlying factors 
and involving, in no small measure, the personal equation of the appraiser, 
at which amount the appraiser could and would conscientiously advise a 
client to become the purchaser of the property, is the amount of invested 
capital which under the regulations represents the en bloc value which 


may be written off as depletion by making a proper distribution thereof 
against units of production. 
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It is possible that the internal revenue bureau will adopt this 
recommendation and order impartial expert appraisal of each 
mining property, to be followed by an examination by experts on 
behalf of the department covering the data and method employed 
in each case and an adjustment of debatable factors therein. This 
would be a slow process, however, and scarcely meet the need of 
quick action in passing upon very large deductions for depletion in 
the income tax returns. For immediate purposes, and as a tempo- 
rary measure, the department will probably prefer to concentrate 
its attention upon the unit value (per ton, pound, etc.) used in the 
computation of each depletion deduction ; making comparison with 
similar unit values adopted throughout the industry; taking into 
consideration the special circumstances of each case, the grade 
of ore mined and sold, the cost of production and other outstand- 
ing features, and satisfying itself that bed-rock value has been 
used. 
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Liberty Loan Accounting for Small Banks 


By WitLarp H. Lawton 


The system of accounting for Liberty loans hereinafter 
described is one adopted by the writer for a small trust company 
in a suburban town. By accountants there is nothing novel to 
be found in it, and it is published merely with the hope that it 
may save some time and labor in future Liberty loan accounting 
to that busiest and least appreciated of financial mortals—the 
treasurer or cashier of a small-town bank. 

As a rule banks of this class conduct their books on a strictly 
cash basis. Except for an end-of-period accrual of interest on 
investments and long-time loans, accruing is practically ignored 
as a factor of expense or liability. It is quite natural, therefore, 
that such a bank should treat Liberty loans also on a cash basis. 
The usual course is to open a single account for the particular 
Liberty loan and credit it with cash coming in from subscribers 
and debit it with cash paid to the government on account of 
bonds, the theory being that, when all the subscriptions have 
been paid and the bonds subscribed for bought, the account will 
balance and be closed. In theory this is true, but it is obvious 
that in the interim the account contains little information of any 
particular value. Its balance at any given date merely shows the 
difference between cash received and cash paid out, which in the 
earlier stages shows an apparent liability on the balance-sheet 
and in the later an apparent asset, neither being in accordance 
with the facts. The bank is at no time liable to the subscriber 
for the amount of cash he has paid—if he has paid in full, it 
owes him a bond, and if he has paid only on account, he owes 
the bank the balance still due on the bond he has subscribed for. 
Similarly, when later the balance falls on the asset side of the 
sheet, the assumption that the bank has an asset of that amount 
is unwarranted, for any cash in such balance belongs to the gov- 
ernment and must be paid in due course, while any bonds included 
in the balance do not belong to the bank at all, and will not 
become its property unless the original subscriber defaults on 
his payments and the bank refunds to him any amount already 
paid. Again, the account furnishes no information as to the total 
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subscribed, the amounts still to be received, the amount of bonds 
on hand or yet to be delivered, nor the amounts still to be paid 
to the government on instalments. All such information must 
be sought from other memoranda, and the facts themselves are 
too important to be left to such haphazard methods. 

Another error, of major or minor importance according to 
the financial strength of the bank, is apt to creep in when making 
up statutory public statements. If the balance of this account 
is on the credit side of the sheet, it means, of course, that the 
bank has received so much more cash from the subscribers than 
it has paid to the government. That cash is not segregated, but 
merged with the general cash on hand. If the credit item is re- 
ported as a liability in full, no harm is done, although, as we have 
seen, the statement is not correct, but there is a strong temptation 
always present for a weak bank to treat the item as a deposit, and 
in that case only 714% or at most 15% of the amount would 
figure as a reserve. Of course, if the Liberty loan account is 
kept in this way, then any such cash should be omitted from its 
statement entirely together with the hypothetical liability. 

The system adopted by the writer, serving as -temporary 
treasurer of a small trust company while the actual treasurer 
was on government service in France, is as follows: 

Three accounts were opened on the general ledger, viz. : 


A Subscribers to 3rd Liberty loan, 
B_ Third Liberty loan bonds subscribed, 
C Third Liberty loan bonds purchased. 


When the subscriptions began to come in, the total amount 
of each day was debited to account A, which, of course, was a 
controlling account, and concurrently credited to account B by 
the journal entry, 


Subscribers to 3rd Liberty loan a 
To 3rd Liberty loan bonds subscribed ae 


Accounts of individual subscribers were kept on stock ledger- 
cards, 3 x 4, and at the close of each day the total debit of the 
ledger-cards was agreed with running list of subscriptions 
and also with the daily report sent to the federal reserve bank 
of the district, said total being debited and credited as above, 
of course. 
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Payments received in full or on account were credited during 
the day to the individual card accounts, the cards being taken 
from the box and laid aside until the close of the day, when they 
were totalled and the total credited to account A. During the 
rush when it was simply impossible to credit the individual cards 
fast enough, the receiving teller kept a running list of such 
receipts from which postings were made later. Though it was 
not necessary later, the same system was kept up as a check on 
errors and has proved satisfactory. 

When the first instalment was paid to the government it was 
charged to account C, third Liberty bonds purchased. Many 
bonds were paid for in full with the subscription, so it was neces- 
sary to pay in full for a large number of the bonds, the amount 
being entered separately in the account, thus: 


Third Liberty loan bonds purchased 


May 9. 5% on $100,000 5,000 
# — # 50s 
# — # 100s 20,000 
# — # 500s 


the space for the serial numbers of the bonds being left blank 
until the bonds were received, when said numbers were filled in. 

When the bonds were delivered to the subscribers, the serial 
number and amount were entered in red ink on the ledger-card 
in the form of a brief receipt, thus: 


Rec’d bond #.... for $.... (date) 


and the subscriber was required to sign the card itself. This elim- 
inated the trouble and waste of having a file of separate receipts. 
Where bonds were mailed on request, a notation was made on 
the card, and the receipt when it came back was attached to the 
original subscription blank and filed. 

These cards were also laid aside on the treasurer’s desk until 
the close of the day, when a summary of them was made up and 
the total entered via a journal entry— 


Third L. L. bonds subscribed Biase 
To third L. L. bonds purchased Sikes 
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in the general ledger accounts, the total only appearing in the 
first account, and the second being detailed, as 


Third Liberty loan bonds purchased 
June 17 #6118,073—082 1000. 
3313,120—125 500. 


etc. 


After checking both by balance and by the next serial number 
of each denomination the correctness of the record of each day’s 
bond deliveries, the individual cards were filed in a “paid and 
delivered” section of the card box as a permanent record for 
future reference. 

On the weekly payment plan the bank uses the punch-card 
duplication system in collecting payments. The individual ledger- 
card is then stamped with the serial number of the punch-card, 
and payments to date are posted from the latter to the former 
at such intervals as may be convenient. The total daily receipts 
from the punch-cards are posted into the general ledger account, 
“subscribers to third Liberty loan,” as a separate item from pay- 
ments received via the regular ledger cards, thus: 


Subscribers to third Liberty loan 
June 15 Ledger cards $145. 


Cards 249.— 
17 Ledgers 475.— 
Cards 131.— 


Naturally this means that the total balances of the individual 
ledger cards will not agree with the balance of the controiling 
account except at times when the punch-card payments have 
been posted to date. The latter balance, however, can always 
be verified by taking off on an adding machine the total balances 
of each class and adding them together. 

The handling of inevitable duplicated subscriptions and can- 
cellations, the latter involving often the refund of amounts 
already paid, is obvious to any bookkeeper, so the writer will 
not dwell on this feature save to say that as a matter of con- 
venience he does not enter up the cancellations daily as they 
occur, but keeps the individual cards showing such cancellations 
segregated for a period and then enters them in total on the 
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general books. Where such cancellation occurs on an account 
which is partly paid, as will necessarily be the case when dupli- 
cations creep in, the amount to be cancelled is transferred to a 
new card for the purpose of being cancelled later. In this way 
it is possible to bring together in their respective sections of the 
card-box, the open, paid but not delivered, paid and delivered, 
and cancelled accounts, for better convenience in handling. 

The group of Liberty loan accounts on the general ledger is 
now ready to furnish complete information. The balance of account 
A shows the amount still due from subscribers. The balance of 
account B shows the amount of bonds at par yet to be delivered. 
(This balance is both contingent and absolute, for the number of 
subscribers who pay in full and fail to call for their bonds is 
always amusingly large). The balance of account C shows the 
amount of bonds on hand plus, if any, the amount paid on govern- 
ment instalments; the total of the debit side, the amount paid 
the government to date; the total of the credit side, the amount 
of bonds delivered to date. The difference between the total 
debits of account C and the total credits of account B shows 
the amount yet to be paid to the government. And finally, the 
difference between the sum of the balances of accounts A and C 
and the balance of account B will always tell the bank whether 
it has received more from the subscribers than it has paid the 
Government, or vice versa. 
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Corporation Organization and Accounting* 
By Witu1AM H. BELi 


CoRPORATIONS DEFINED AND CLASSIFIED 


A corporation is defined by the Standard Dictionary as “an 
artificial person created by law, consisting of one or more natural 
persons united in one body under such grants as secure a succes- 
sion of members without changing the identity of the body, and 
empowered to act in a certain capacity or to transact business of 
some designated form or nature like a natural person.” 

Corporations are classified as aggregate and sole, and the 
former as public and private. This dissertation will be confined to 
matters affecting private corporations conducted for profit, and in 
some respects to such as are termed “business” corporations, in 
contradistinction to moneyed and public utility corporations. 


FORMATION OF CORPORATIONS 


In the state of Missouri, all corporations are formed.under the 
general laws; that is, no special charters are granted by the legis- 
lature. A corporation organized under the laws of the state of 
Missouri derives its legal existence and authority from those laws 
and its certificate of incorporation. 

Articles of agreement of the incorporators, showing the name 
of the corporation, purposes for which incorporated, amount of 
capital, duration, etc., are recorded in the office of the recorder of 
deeds of the city or county and a certified copy is filed with the 
secretary of state, who thereupon issues the certificate of incor- 
poration. A certified copy of this certificate must also be recorded 
in the office of the recorder of deeds. Any amendment of the 
“articles” must be similarly recorded and filed. The corporate 
existence dates from the time of filing of the “articles” with the 
secretary of state. No certificate of incorporation will be granted 
before the payment of the organization tax of $50.00 for the first 
$50,000 or less, and $5.00 for each additional $10,000, or fraction, 
of authorized capital stock. 

Missouri corporations are restricted as to authorized capitaliza- 
tion by a minimum of $2,000 and a maximum of $50,000,000. Of 


*A thesis accepted by St. Louis University in partial fulfillment of the requirements 
for the degree of master of commercial science—1918, 
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the authorized stock issue, 50 per cent. must be subscribed and 
actually paid to the corporation in cash or in property of equivalent 
value, which cash or property must be in the custody of the per- 
sons named in the articles of agreemént as the first board of 
directors, at the time of filing said articles. All property received 
in lieu of cash must be fully described in the articles. If the 
entire authorized capital stock is not subscribed for at organiza- 
tion, the corporation must report to the secretary of state (upon 
the completion of the sale of each 25 per cent. of the unissued 
stock) all subsequent issues, showing the consideration received. 

Missouri corporations are not granted a life of more than fifty 
years. The law provides that at the expiration of the time stated 
in the charter the corporation has a right to retain its name by a 
renewal of the charter. 

CAPITALIZATION—CAPITAL STOCK 


It will be seen that the capitalization of a business corporation 
is in the form of capital stock, or, as it is sometimes called, share 
capital. These terms, from the point of view of the corporation, 
are synonymous with capital in the economic sense, and from the 
point of view of the investor are synonymous with proprietorship, 
except that usually the ownership of any one investor is an 
undivided aliquot part of the business. 

While in practice it is usual—compulsory in the state of Mis- 
souri—to set a value on each share of stock, known as par value, 
it will be seen later that such a valuation is nearly always arbitrary 
and frequently fictitious. With the single exception of the value 
attaching in the event of dissolution to stock preferred as to prin- 
cipal, the interest of the stockholder in the business is measured by 
the ratio of the number of shares held by him to the total number 
outstanding. 

When stock has a stated par value it can not usually be dis- 
posed of for less than par. This is the law in the state of Missouri. 
If it should be disposed of at a discount, the holder would be 
liable to the creditors of the corporation for the amount unpaid. 
However, that does not prohibit companies from selling stock on 
the instalment plan, and it sometimes happens that stock is never 
fully paid up, the part payments furnishing sufficient capital. In 
these cases the stockholders would, of course, in the event of in- 
solvency and dissolution, be liable pro rata for any deficiency in 
the assets to liquidate the liabilities. 
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It will be noted that in Missouri, as in most states, stock may 
be paid for in property. In most states, also, services rendered 
are sufficient consideration for the issue of stock. When property 
or services are accepted in lieu of cash it is incumbent upon the 
directors to adopt resolutions to the effect that such property or 
services have a value to the corporation equivalent to the par value 
of the stock issued therefor. 

This latitude given to directors in the valuation of property 
and services has undoubtedly resulted in many abuses in the form 
of overcapitalization—“watered stock.” Most of the corporations 
in existence today have acquired the business of an individual or 
partnership or represent a merger of two or more corporations. 
In fixing the capitalization of the corporations the organizers have 
been guided by the prospective earning power rather than the 
intrinsic value of net tangible assets. For example, if in their 
judgment the business would earn a net income of $100,000 a year 
having regard to economies to be effected by the new organization, 
etc., the corporation would probably be capitalized at $1,000,000, 
that is, on a 10 per cent. basis. Assuming that the book value of 
the net tangible assets acquired was $600,000, the directors would 
declare them to be worth $1,000,000, and the difference, $400,000, 
would be capitalized as good-will, patents or trademarks, etc. 
Unquestionably, such a method of determining capitalization is 
logical but, unfortunately for many investors, it has been abused 
by promoters overstating or overestimating the prospective earn- 
ing power of the business and concealing the resultant valuation 
of intangible assets. 

To obviate this latter abuse or fiction a few states, notably 
New York, Maryland, Delaware and Maine, now permit corpora- 
tions to issue stock without par value, and the practice is being 
adopted widely, especially by large corporations. This applies 
to any stock except preferred stock having a preference as to 
principal, which, obviously, must have some stated value. Accord- 
ing to the New York law, stock without par value may be sold at 
any price fixed by the certificate of incorporation—by the directors, 
if power is given them by the certificate of incorporation, or by a 
two-thirds vote of the stockholders. The certificate of incorpora- 
tion must state the number of shares to be issued and the amount 
of the capital with which the corporation will carry on business, 
which shall be $5.00 or some multiple thereof for each share 
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authorized. A corporation issuing such stock may not declare a 
dividend whereby the capital will be reduced below the amount 
stated in the certificate of incorporation. 


Under this method it is not necessary to inflate the property 
values, and the interest of each stockholder is computed in terms 
of shares rather than dollars. As the stock may be sold at dif- 
ferent prices, obviously the only parity of the shares is in number. 

There are two general classes of capital stock, preferred and 
common, but there are many variations in the privileges attaching 
to each class, and there may be further grades of preferences, such 
as first and second, or class “A” and “B,” preferred. The pre- 
ferred may or may not be cumulative, that is, its preference as to 
payment of dividends may accumulate against the common if the 
company did not earn, and consequently could not pay, the divi- 
dend regularly; the preferred may be entitled to preference as to 
dividends only or as to assets as well; the preferred may be limited 
to a certain rate (Missouri corporations are limited to 8 per cent.) 
or, for example, may share with the common in all earnings over 
a certain rate on the common. 

It is not unusual for preferred stock to be redeemed or to be 
converted into common. For a Missouri corporation to issue pre- 
ferred stock after it is organized the consent of all the common 
stockholders must be obtained. 

Reorganizations and adjustments of the finances of some cor- 
porations have resulted in sub-classifications of stock such as 
“assenting” and “non-assenting,” indicating that the holder has or 
has not assented to some action of the majority, such as levying 
an assessment. These distinctions often have a considerable effect 
on market values, but do not necessarily require expression in the 
accounts. 

Of any increase in the capital stock of a Missouri corporation 
over the amount authorized by its charter, one-half must be paid 
up in lawful money before the increase will be sanctioned by the 
secretary of state. An increase in common stock or a decrease in 
any class of stock must be ratified by the holders of a majority of 
the stock. The capital stock may not be diminished below the 
amount of the corporation’s liabilities. 
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CORPORATE ADMINISTRATION 


The conduct of corporate business, as distinguished from that 
of sole proprietorships and partnerships, is governed by, first, the 
corporate laws of the state in which incorporated; second, its 
charter (by whatever name called) ; and, last, by its by-laws, which 
are adopted by the incorporators. The management is entrusted 
to a board of directors elected by the stockholders; and this board 
elects officers who are charged with the direct administration and 
report to the board. The important actions of the board, as well as 
of the stockholders, are recorded in minute books. It is not unusual 
for an executive committee of the directors to meet more fre- 
quently than the board and to exercise more intimate control than 
the directors usually do. Such a committee keeps minutes of its 
own, which are read to the board at its meetings. 

Directors and officers are usually elected for one year, but 
the tenure of directors is frequently three years, one-third of the 
board retiring each year. There is much variation in the number 
of directors. In the state of Missouri there must be not less than 
three nor more than twenty-one, all of whom must be stockholders 
and not less than three of whom must be citizens and residents of 
the state. In some states it is not necessary for a director to be a 
stockholder. 


RECORDING ORGANIZATION OF CORPORATION, Etc. 


In determining what entries should be made in the accounting 
records in connection with the organization of a corporation, the 
best rule to observe, as in all other accounting, is to make the 
records lucidly express the facts, 

Assume the following facts, which should be shown by the 
minutes : 

The St. Louis Manufacturing Company was incorporated May 
1, 1918, (the date of the issuance of the certificate of incorpora- 
tion) with an authorized capital stock of $1,000,000, divided into 
5,000 shares of common and 5,000 shares of 7 per cent. cumulative 
preferred, par value $100.00 each. The entire authorized issue of 
preferred and 3,000 shares of common are subscribed for, the 
remaining 2,000 shares of common to be held for future sale if 
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necessary. The subscriptions and consideration to be given are as 





follows: 

Stock subscribed: A B 
PUNE bv dcesccadcosecccenunean $300,000 $200,000 
GE cicceccuceanaenemeaneneae 200,000 100,000 

Consideration : 

COE ctcdesdidpeusatiasasenanen $100,000 
Net assets of individual businesses, 
emciunive GE cage 2... cccescssscs 400,000 300,000 





It is the intention to issue preferred stock for net tangible 
assets and common stock for goodwill, the business of A being 
more profitable than that of B. Following are the net tangible 
assets of the businesses of A and B, as shown by their individual 


‘, books : 
Assets : A B Total 
Real estate and equipment $100,000 $50,000 $150,000 
Accounts receivable ..... 50,000 100,000 150,000 
OIE vn bnsidinass 150,000 100,000 250,000 





TE cccinaiimnsh $300,000 $250,000 $550,000 
Liabilities—accounts payable 100,000 50,000 150,000 





BOE GUOUEE 5 ic scdvnsennns $200,000 $200,000 $400,000 








Following are the entries necessary to record the above. They 
should all be made in the journal, regardless of the fact that entries 
affecting cash are usually made in the cashbook, and should be 
dated May 1, 1918, or subsequent : 

No. 1 
Subscribers to capital stock............... $800,000 
To subscriptions to capital stock........ $800,000 
For the following subscriptions to capital 


r stock, per minutes of stockholders’ 
meeting held this day: 
Preferred: 
- A—3,000 shares . .$300,000 


B—2,000 shares .. 200,000 $500,000 
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Common: 


A—2,000 shares . .$200,000 
B—1,000 shares .. 100,000 300,000 





For cash and other net assets turned 
over to the company by A and B in 
settlement for their subscriptions, in 
accordance with minutes of stock 
holders’ meeting. 


Subscriptions to capital stock............... $800,000 


To preferred capital stock ............. 
Common capital stock............... 


For capital stock issued to A and B, 
their subscriptions having been paid, 


as above. 
No. 4 
Real estate and equipment..................$150,000 
EE on nung oeesed wan unue 150,000 
SE NES Me 250,000 
EE a atk céannonedenenrenentebwepwues 300,000 
TOROS PATE C so 5 occ cccsicveues. 


Sundry net assets acquired from A and B 


For distribution of the latter account, in 
accordance with the minutes of the 
meeting of the board of directors held 
this day. 
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Many accountants advocate the carrying of accounts showing 
the authorized capital stock. If that were done in this case there 
would be another entry, preceding No. 3, as follows: 


Unissued capital stock—preferred........... $500,000 

Unissued capital stock—common............ 500,000 
To authorized capital stock—preferred. .. $500,000 
Authorized capital stock—common.... 500,000 


For authorized issues of preferred and 
common capital stock. 


The credits in entry No. 3 would be to the “unissued” accounts, 
leaving a debit balance of $200,000 in the unissued—common— 
account. In the opinion of the writer, such elaboration of the 
accounts is unnecessary. The amount of the authorized issue of 
stock is recorded in the minutes, etc., so that there is no danger of 
its being forgotten. If the two accounts are carried it is neces- 
sary to take both into consideration in ascertaining the amount of 
stock issued and outstanding, which is the really important fact. 
If desired, the amounts authorized and unissued may be shown 
in a financial statement without being carried on the books. 

The foregoing suggests the method of recording the organiza- 
tion of a corporation whose capital stock has a par value, under 
virtually any conditions. If the stock is sold on the instalment 
plan, entry No. 3 would not be made until the stock is all paid for, 
as the stock certificates would not be issued until then. The ac- 
counts “subscribers to capital stock,” representing the account 
receivable, and “subscriptions to capital stock,” representing the 
capital liability not evidenced by permanent stock certificates, 
should always have the same balance; or at least the former 
should never exceed the latter. 

When there are many subscriptions payable in instalments it 
is advisable to keep detail accounts with subscribers in an auxiliary 
record. It may also be well to create separate general ledger 
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accounts for the amounts due on each instalment. The entries in 
this latter case are exemplified as follows: 


No. 1 
Subscribers to capital stock...............- $300,000 
To subscriptions to capital stock........ $300,000 
For subscriptions, per detail records, 
payable in three equal instalments due 
Jan. 1 and July 1, 1918, and Jan. 1, 
1919. 
No. 2 
Instalment No. 1, capital stock subscriptions. .$100,000 
To subscribers to capital stock.......... $100,000 


For instalment payments on capital 
stock subscriptions due Jan. 1, 1918. 


No. 3 


To instalment No. 1, etc..........0.e08. $100,000 


This latter entry is only theoretical, as the cash received would 
be entered in detail in the cashbook. 

Instalments Nos. 2 and 3 would be recorded in the same 
manner. The only advantage in thus setting up each instalment 
is to render immediately available information regarding delin- 
quencies, It is doubtful whether the additional work is warranted 
by the slight advantage. 

If a subscriber defaults in his payments, usually any amounts 
he has paid will be forfeited. The subscription may be canceled 
and the forfeited deposits credited to surplus, or the stock may be 
advertised for sale and sold to the highest bidder, but for not less 
than the unpaid instalments, as the stock must be full paid. 

It is seldom that the stock of a new “business” corporation is 
sold at a cash premium, which is the only proper method of creat- 
ing a surplus at the commencement of business; but it is quite 
customary for banks to start business with a surplus. In such 
cases the capital stock account is credited at par value and the 
premium is credited to surplus or capital surplus account. 

In the foregoing, reference has been confined to the accounts 
of corporations issuing stock with par value. While the treat- 
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ment of stock without par value is not a vital question in the state 
of Missouri at this time, it is well to recognize the subject in view 
of the unquestioned logic in issuing such stock and the consequent 
tendency of corporations though domociled, for practical purposes, 
in Missouri to incorporate under the laws of another state. 

As to the book entries, which are in all cases merely the expres- 
sion of transactions and agreements, there is little essential differ- 
ence, but if the stock has no par value the credit to capital stock 
account should be the actual cash or the actual cash value of other 
property received. There is no occasion for the capitalization of 
goodwill, nor is there any excuse for charging to organization 
expense commissions on the sale of stock, which are often virtually 
discounts. 

It seems appropriate to state under this heading that for 
practical purposes it is well to keep a separate account for the 
surplus where the stock has no par value, the same as where it has. 

The book value of the stockholders’ equity in the business 
under both forms of stock issue is represented by the total of the 
capital stock and surplus accounts. True value, or market value, 
of any kind of stock is concerned with this and other factors; 
indeed, market value may be entirely speculative. 

(To be continued) 
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EDITORIAL 


Actuarial Science 


Inquiries have been received from various parts of the country 
as to the exact meaning and scope of actuarial science as described 
in the rules of the board of examiners of the American Institute 
of Accountants, and a little dissatisfaction has been expressed at 
the decision to include what some correspondents seem to think 
is a new subject for an accounting examination. 

In response to an inquiry from an accounting school the board 
of examiners stated that the scope of examination in actuarial 
science was to include problems relative to interest and annuities- 
certain, sinking funds, loans repayable by instalments, etc., and 
also the construction and use of tables relating thereto. In other 
words, the candidate will be expected to answer questions based 
upon a knowledge which will have been obtained in the study 
of algebra. Any candidate who has an intelligent conception of 
algebra should have no difficulty in answering the questions which 
will be propounded in actuarial science. 

In the two most recent examinations of the institute there 
have been optional questions which required a rudimentary- know- 
ledge of actuarial science, and although we have no authority for 
such a belief, it may, we think, safely be inferred that when the 
questions in this science become compulsory, as they will in 
November next, the portion of the examination devoted to this 
one subject will probably not be any greater than it has been in 
the past year. The only difference will be that the candidate 
will be required to answer actuarial questions and if he does not 
do so will forfeit all marks for these questions, whereas in the 
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past he has been able to select other questions in place of those 
dealing with actuarial practice. 

There is a great deal to be said in favor of the inclusion of 
actuarial problems and we believe that the need for knowledge 
of this kind will increase as time goes on. Heretofore there 
have been many accountants who have had practically no need 
to exercise any knowledge which they possessed of actua- 
rial matters, but with the growth of accounting work and the 
broadening of its scope, there must come many problems which 
can be solved at a great saving of time and effort if the account- 
ant be able to deal with them with the advantage of actuarial 
knowledge. 

Every accountant finds it difficult to cope with the volume of 
work which is entailed upon him, particularly during this emer- 
gency, and anything which can serve as a time-saver is worthy of 
serious consideration. It seems, therefore, in electing to include 
actuarial science among the subjects for examination, that the 
board of examiners has done wisely. 

The following texts have been recommended for the use of 
accountants in preparing for the examinations: 

The Institute of Actuaries’ Text Book, by George King; Prac- 
tical Lessons in Actuarial Science, by Miles M. Dawson; Manual 
of Actuarial Science, by Ninian Glen; Actuarial Theory, by Wm. 
A. Robertson and Fred A. Ross. 





Distribution of Personnel 

Judging by the number of demands for accountants which 
emanate from all the government departments and from such 
auxiliary organizations as the Y. M. C. A., Red Cross, etc., there 
is nothing like the number of accountants in the country needed 
for the intelligent conduct of work arising from the present 
abnormal conditions. It is eminently gratifying that the account- 
ing profession is coming into its own and those who have been 
connected with its growth and advancement thoroughly appre- 
ciate the wonderful opportunity which has come to the profession 
to demonstrate its ability and capacity, but there is another side 
to the picture. 

If there are not enough accountants to go around, what is to 
be done? It seems to us that the same answer might be returned 
to this question which our grandmothers used to give us when 
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there were too many children for one dish of jam. We were 
told to spread it out thin. 

It is evident that something like spreading them out thin 
must be done with the accountants if the work of the government 
is to be handled. In order to do this there must be an avoid- 
ance of duplication of effort. We must get away from the system 
or lack of system which has been so prevalent in Washington 
and must have some intelligent distribution of accounting ability 
so that while there may not be all that is needed for every depart- 
ment, there may be some for all departments. At the present 
time there are accounting divisions of every department, sub- 
department, bureau, section and division in Washington and many 
in the field. In a great many cases the work of these departments 
can be combined in one center of which the personnel might be 
much less than the total of all departments now is. It would 
perhaps be too much to expect the government to avoid all unnec- 
essary duplication of effort, but there should be a way by which 
the personnel can be distributed and a great portion of the 
duplication avoided. 

We understand that there are many able accountants who are 
serving the government in the ranks. These men would prob- 
ably prefer to remain where they are so as to have an opportunity 
to engage in the more glorious and attractive side of war, but it 
is possible for the government to divert their energies into fields 
where they would be of greater value. There are many other 
accountants who, in a spirit of patriotism and self-sacrifice, have 
offered their services to the government, some of them with com- 
missions and some without, and, after getting to Washington or 
other place of assignment, have found that the duties required 
of them have been such as could be better handled by an ordinary 
office boy. We have heard of qualified accountants, partners of 
firms, who have been engaged in no more difficult task than simple 
checking of figures and running messages very much after the 
manner of the youngest boy in the office. This is sheer waste 
and, in view of the great scarcity of accounting ability, it is 
unpardonable waste. 

We urge upon the government that it give consideration to 
the establishment of some central body which, in an advisory 
capacity, can assist in the distribution of accountants and the 
avoidance of wasted effort. 
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Need for Definition 


In the April issue of THE JouRNAL OF ACCOUNTANCY we 
drew attention to the fact that there was a wide difference of 
interpretation of the word “accountant.” We expressed the 
opinion that a bookkeeper should be described as a bookkeeper 
and an accountant as an accountant. Some correspondents have 
taken exception to the attempt to differentiate between account- 
ants and bookkeepers. They have claimed that any man who 
keeps accounts is an accountant—and in the widest interpretation 
of the word this is true. But the point that was in mind when 
the editorial above mentioned was written was the need for edu- 
cating the public to distinguish between the man who keeps 
accounts and the man who investigates. If there were any fur- 
ther need for demonstration of the unfortunate confusion of 
terms, it would be found in the recent decision of the provost- 
marshal general in which accountants were classified as non- 
essential. We do not believe that Provost-Marshal General 
Crowder had public accountants in mind when he made this 
apparently absurd ruling. He probably referred to bookkeepers 
and even in that classification there should have been some 
attempt to separate the thoroughly qualified man from the one 
who is a bookkeeper in name only. Almost every man out of a job 
is able to describe himself as a bookkeeper, and we believe General 
Crowder had this class in mind. 

However, his ruling has already had an altogether unexpected 
result. A draft board in Chicago evidently interpreted the word 
accountant as we interpret it, namely, a public accountant, and 
has decided that a man in class 4 of the draft, employed on the 
staff of one of the larger accounting firms, was engaged in a non- 
essential industry and was instructed to change his employment. 
If the provost-marshal general had made his ruling in a more 
strictly technical way, this error of the draft board would prob- 
ably not have occurred. (We, of course, shall assume that it is 
an error until the contrary is proven.) There is not an account- 
ing office in the country that is not overworked; there is hardly 
a business which is not making demands for the assistance of 
accountants ; and the government is a constant applicant for more 
and more accountants to do the work which no one but account- 
ants can do. 
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In the circumstances, it is ridiculous to say that the govern- 
ment considers accountants unnecessary. 

No doubt the provost-marshal general has been misinter- 
preted, and when the matter has been properly adjusted it will 
be found that his reference to accountants meant so-called book- 
keepers, whose ability was not clearly shown. The fact remains, 
however, that the order has gone forth that accountants shall not 
be considered essential, and if the draft boards take the order 
literally, the government is likely to have even more trouble than 
it has had in obtaining the number of men required for real 
accounting work. 

This matter has been brought to the attention of the secretary 
of war by the American Institute of Accountants and pending a 
decision from him nothing more can be said. 
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Income Tax Department 
Epitep BY JoHN B. Niven, C.P.A. 


UNDISTRIBUTED NET INCOME TAX 


Interest in income taxes at the present time is divided between the 
renovation of the revenue law and the assessment for the first time of 
the tax on undistributed corporate income under the existing law. Recom- 
mendations are so prolific and the course of legislation so vacillating that 
speculation as to the outcome of the forthcoming legislation would be 
idle. But the tax on undistributed income is of immediate practical con- 
cern because the time for filing the corporation undistributed income tax 
return, sixty days after six months after the close of the fiscal year, 
expires on August 29th for corporations which closed their books Decem- 
ber 31, 1917; while for every corporation which had a fiscal year ending 
with the close of any month in 1917 other than December, the report for 
that portion of the fiscal year falling within the calendar year 1917 is due 
August Ist. 

The intention of the tax is clear, namely, to prevent the accumulation 
of free surplus income by corporations to the sacrifice of the govern- 
ment’s interest in the surtaxes bearing on it when distributed as dividends 
to stockholders; but the regulations for applying it and the form for 
reporting the disposition of the surplus income are marked by consider- 
able ambiguity, not to say inconsistency. 

The section (10b) of the income tax law imposing the tax is quoted 
in T. D. 2736 in these pages, and provides for a tax of 10 per cent. on 
net corporate income of the taxable year remaining undistributed six 
months after the close of the year—exempting the amounts actually 
invested or employed in the business, retained for employment in the 
reasonable requirements of the business, invested in obligations of the 
United States issued after September 1, 1917, or used to pay income taxes. 
The instructions for assessment of the tax are contained in article 238 of 
regulations 33 (herein following) in T. D. 2700, published in our June 
number (pp. 445-6), and most comprehensively in T. D. 2736, appearing 
in this issue. 

Article 238 reads as follows: 

In order to determine the amount of such net income subject to this 
tax, the increase in the surplus balance at the close of the taxable year, 
as compared with the surplus balance at the beginning of such year, shall 
be analyzed so to account for the disposition thereof in increase in assets, 
decrease in liabilities or in dividends, and the net increase in current 
assets over current liabilities shall be subject to the above tax of 10 per 
cent. unless it can be conclusively shown by the corporation that such 
increase is retained to provide for an actual increase in business or for 
additions to plant or the reduction of bonded or other fixed liabilities. 

The instructions quoted and referred to call, first, for a determination 
of the form in which the surplus earned during the last taxable year is 
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held at the close of that year, and then for an account of its subsequent 
transformation as determined at a point of time six months later. Just 
what is to be considered as free surplus income at the close of the tax- 
able year is as incompletely defined as what is “actually invested and 
employed in the business” or “retained for employment in the reasonable 
requirements of the business” six months later. The presumption, in 
Article 238, that the “net increase in current assets over current liabilities” 
in the taxable year is the taxable undistributed surplus, unless the con- 
trary can be demonstrated, does some violence to commonly accepted 
financial and accounting principles. It is valid only so far as the increase 
is made up of cash balances beyond immediate and prospective needs. 
How to trace the disposition of the year’s surplus with the detailed pre- 
cision suggested by the form of the tax return (form 1112), or how to 
identify the components of the year’s surplus six months later, when 
merged with the results of subsequent profits, is also clouded in vagueness. 
The procedure is replete with uncertainties, but we are assured by the treas- 
ury department that the issue of further general regulations is not con- 
templated, the authorities already referred to being considered sufficient. 
The occasion seems to be one for the use of a rather free interpretation 
of the intention of the law and the common-sense of the story told by 
the accounts, and by securing special rulings from the commissioner of 
internal revenue in extreme cases. 


TREASURY DECISIONS 


In addition to the seven treasury rulings taken from court decisions 
published in the July number.(T. D. 2721-2726), four others (T. D. 2729- 
2732), received too late for insertion in the last issue, are now given. All 
relate to the act of October 3, 1913, and bear on the subject of corporate 
dividends in different aspects, in connection with the status of corporate 
surplus at March 1, 1913, the date of incidence of the law. A single 
dividend in final liquidation of a corporation’s entire assets, these having 
been realized at a valuation created prior to March 1, 1913, is not taxable 
income to the stockholder (T. D. 2729) because it is merely a change in 
form, the return to him of the value of his surrendered stock at its 
intrinsic value at = before March 1, 1913, without a break in continuity. 
Similarly, in T. 2730, accumulations of surplus earnings prior to the 
effective date of - act are capital, not income, for the purposes of the 
act, and indistinguishable from increment due to appreciation in the value 
of the assets of the taxpayer. Thus, when paid by a subsidiary, out of its 
surplus accrued prior to March 1, 1913, to a parent corporation by whom 
the subsidiary is so completely owned and controlled as to constitute a 
practical merger, the dividend is not taxable income to the parent cor- 
poration. The unity of identity in this case means that the surplus, in 
substance, accrued to the parent corporation at the time of its growth, 
and underwent nothing more than a change in form, carried out by a 
paper transaction. 

But the two cases just mentioned hinge on their peculiar facts—first, 
retirement of capital. and, second, merged identity. That dividends are 
normally under the 1913 act, a clearly defined element of income to stock- 
holders, whether drawn from surplus accrued prior to March 1, 1913, or 
not, and whether paid in cash or in stock, is reaffirmed in T. D. 2731 and 
2732. The intention of the act was “to tax the stockholder with respect 
to such accumulations only if and when and to the extent that his interest 
in them comes to fruition as income, in dividends declared.” It is the 
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special declaration in the acts of 1916 and 1917 which frees from taxation 
dividends paid out of surplus accumulated prior to March 1, 1913; this 
exemption being held to apply only to the acts in which it appears, not to 
their forerunner. 

The four decisions referred to (T. D. 2729-2732) as well as six of the 
preceding series (T. D. 2721-2726) have been reduced by the department 
into as many propositions of law and published in T. D. 2740, presented 
in this issue. 

Another digest of principles is codified into the regulations by T. D. 
2734, dealing with the determination of the gain or loss on the sale of 
stock received as a dividend. In the case of (a) stock received as a dividend 
in 1913, 1914 or 1915 (the period under the operation of the act of October 
3, 1913) out of surplus, however created, or (b), stock received as a 
dividend in 1916 or later, out of surplus arising otherwise than from 
profits accrued since March 1, 1913 (as, for example, out of earnings 
accrued prior to March 1, 1913, or from surplus created by the revalua- 
tion of capital assets or by placing a value upon trade-marks, goodwill, 
etc.) or (c) stock in respect of which any stock dividend as described 
in (a) or (b) was paid —the “cost” of each share whether old or new 
is the cost of the old stock divided by the total old and new shares. But 
because of the specific definition of stock dividends as income in the 1916 
law, the cost of each share of stock received as a dividend in 1916 or 
subsequently, out of earnings accrued since March 1, 1913, is the valuation 
at which it was distributed on the corporate books and returned as indi- 
vidual income, i.e., par, while the cost of the old stock remains the same 
as before, regardless of any stock dividends. 

How to proceed if you want to establish a replacement fund under 
T. D. 2706 (see June JournAL or AccounTANcy, pp. 458-9) for property 
eee. lost or destroyed through war hazards is the subject of 

Co-operative societies are declared by T. D. 2737 to be subject to the 
provisions of the income tax law, but their refunds, which are not true 
“dividends,” are, as an element of cost, deductible from their taxable 
income and are not income, but a reduction in the cost of his purchases, to 
the recipient. P 

Any question as to the legality of determining income upon the basis 
of inventories taken at “cost or market value, whichever is lower” sanc- 
tioned in T. D. 2609 (see vol. 25, p. 128), and in T. D. 2649 (vol. 25, p. 
204) is dismissed in T. D. 2744. The attorney general has advised that 
its propriety has been confirmed by the supreme court. 





(T. D. 2729, June 11, 1918) 
Income-tax act of October 3, 1913—Decision of the supreme court 


1. Taxable income. 

Where the capital assets of a corporation increased in value prior to 
March 1, 1913, and a single and final dividend was made in liquidation 
of the entire assets in 1914, without further appreciation or addition to 
the assets having occurred, no part of the dividend received by a stock- 
holder is taxable under the act of October 3, 1913.—Collector vs. Hubbard 
(12 Wall., 1), and Batley vs. Railroad Co. (22 Wall., 604; 106 U. S., 
109) discussed. 


2. Judgment affirmed. 
The judgment of the circuit court of appeals is affirmed. 


The appended decision of the United States supreme court in the case 
of E. J. Lynch, as collector of internal revenue, vs. Henry Turrish, is pub- 
lished for the information of internal-revenue officers and others concerned. 
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SupreEME Court oF THE Unitep States. No. 421. Ocrtoper Term, 1917. 


E. J. Lynch, collector of internal revenue for the district of Minnesota, 
petitioner, vs. Henry Turrish 


On writ of certiorari to the United States circuit court of appeals 
for the eighth circuit 
[June 3, 1918] 


Mr. Justice McKenna delivered the opinion of the court: 


Suit to recover an income tax, paid under protest, assessed under the 
act of October 3, 1913, 38 Stat. 166. 

The facts, as admitted by demurrer, are these: Respondent, Turrish, 
who was plaintiff in the trial court, made a return of his income for the 
calendar year 1914 which showed that he had no net income for that year; 
afterwards the commissioner of internal revenue made a supplemental 
assessment showing that he had received a net income of $32,712.08, which, 
because of specific deductions and exemptions, resulted in no normal tax, 
but as the net income exceeded the sum of $20,000, the commissioner 
assessed an additional or super tax of one per cent. upon the excess, result- 
ing in a tax of $127.12, which was sought to be recovered. The reassess- 
ment was based upon certain sums received by the plaintiff in the year 1914 
as distributions from corporations subject to the income-tax law and held 
by the commissioner to be income derived from dividends received by the 
vlaintiff on stock of domestic corporations ; of which the sum $79,975, received 
as a distribution from the Payette Lumber & Manufacturing Co., and with- 
- which no tax could have been levied against the plaintiff, is here in 

ispute. 

Prior to March 1, 1913, and continuously thereafter until the surrender 
of his stock as hereinafter mentioned, plaintiff was a stockholder in the 
Payette Co., which was organized in the year 1903 with power to buy, 
hold, and sell timberlands, and in fact never engaged in any other business 
than this except minor businesses incidental to it. Immediately after its 
organization this company began to invest in timberlands, and prior to 
March 1, 1913, had thus invested approximately $1,375,000. 

On March 1, 1913, the value of its assets was not less than $3,000,000, 
of which sum the value of the timberlands was not less than $2,875,000. 
The increase was due to the gradual rise in the market value of the lands. 
At that date the value of Turrish’s stock was twice: its par value, or $159,- 
950, and about that time he and all the other stockholders gave an option 
to sell their stock for twice its par value. The holders of the option 
formed another company, called the Boise-Payette Lumber Co., and trans- 
ferred the options to it. The options having been extended to December 
31, 1913, the new company informed the Payette Co. and its stockholders 
shortly before this date that instead of exercising the option it preferred 
and proposed to purchase all of the assets of the Payette Co., paving to 
that company such a purchase price that there would be available for dis- 
tribution to its stockholders twice the par value of their stock. The stock- 
holders by resolution authorized this sale, and, pursuant to this and a reso- 
lution of the directors, the Payette Co. transferred to the new company 
all of its assets, property, and franchises, and upon the completion of the 
transaction found itself with no assets or property, except cash to the 
amount of double the par value of its stock which had been paid to it by 
the new company, and with no debt, liabilities, or obligations except those 
which the new company had assumed. The cash was distributed to the 
stockholders on the surrender of their certificates of stock, and the com- 
pany went out of business. In this way, upon the surrender of his shares, 
Turrish received $159,950, being double their par value. 

The commissioner of internal revenue considered that of this sum one- 
half was not taxable, being the liquidation of the par value of Turrish’s 
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stock, but that the other half was income for the year 1914 and taxable 
under the act of 1913. 

The question in the case is thus indicated. The district court took a 
different view from that of the commissioner of internal revenue and 
therefore overruled the demurrer to Turrish’s complaint and entered judg- 
ment for him for the sum prayed, which judgment was affirmed by the 
circuit court of appeals for the eighth circuit. (236 Fed., 653.) 

The point in the case seems a short one. It, however, has provoked 
much discussion on not only the legal but the economic distinction between 
capital and income and by what processes and at what point of time the 
former produces or becomes the latter. And this in resolution of a statute 
which concerns the activities of men and intended, it might be supposed, 
to be without perplexities and readily solvable by the offhand conceptions 
of those to whom it was addressed. 

The provisions of the act, so far as material to be noticed, are the 
following: That there is assessed “upon the entire net income arising or 
accruing from all sources in the preceding calendar year to every .. . 
person residing in the United States . . . a tax of one per centum per 
annum upon such income .. .” (Par. A, subdiv. 1.) 

In addition to that tax, which is denominated the normal income tax, 
it is provided that there shall be levied “upon the net income of every 
individual an additional tax . . . of one per centum per annum upon 
the amount by which the total net income exceeds” certain amounts, and 
the person subject to the tax is required to make a personal return of his 
total net income from all sources under rules and regulations to be pre- 
scribed by the commissioner of internal revenue. (Subdiv. 2.) 

By paragraph B it is provided that, subject to certain exemptions and 
deductions, “the net income of a taxable person shall include gains, profits, 
and income derived from salaries, wages, or compensation for personal 
service . . . also from interest, rent, dividends, securities, or the trans- 
action of any lawful business carried on for gain or profit, or gains or 
profits and income derived from any source whatever.” 

After specifying the exemptions and deductions allowed, the law 
declares as follows: 

The said tax shall be computed upon the remainder of said net income 
of each person subject thereto, accruing during each preceding calendar year 
ending December thirty-first: Provided, however, that for the year ending 
December thirty-first, nineteen hundred and thirteen, said tax shall be com- 
puted on the net income accruing from March first to December thirty-first, 
nineteen hundred and thirteen, both dates inclusive . . . (Par D.) 

It will be observed, therefore that the statute levies a normal tax and 
an additional tax upon net incomes, derived from whatever source, “aris- 
ing or accruing” each preceding calendar year ending December 31, except 
that for the year ending December 31, 1913, the tax shall be computed on 
the net income accruing from March 1, 1913, to December 31, 1913. 

And in determining the application of the statute to Turrish we must 
keep in mind that on the admitted facts the distribution received by him 
from the Payette Co. manifestly was a single and final dividend in liquida- 
tion of the entire assets and business of the company, a return to him of 
the value of his stock upon the surrender of his entire interest in the 
company, and at a price that represented its intrinsic value at and before 
March 1, 1913, when the act took effect. 

The district court and the circuit court of appeals decided that the 
amount so distributed to Turrish was not income within the meaning of 
the statute, basing the decision on two propositions, as expressed in the 
opinion of the circuit court of appeals, by Sanborn, circuit judge—(a) 
The amount was the realization of an investment made some years before, 
representing its gradual increase during those years, and which reached 
its height before the effective date of the law, that is, before March 1, 1913, 
and the mere change of form of the property “as from real to personal 
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property, or from stock to cash” was not income to its holders because the 
value of the property was the same after as before the change; (b) the 
timberlands were the property, capital, and capital assets of their legal and 
equitable owner and the enhancement of their value during a series of 
years “prior to the effective date of the income-tax law, although divided 
or distributed by dividend or otherwise subsequent to that date, does not 
become income, gains, or profits taxable under such an act.” 

For ag eee “a” the court cited Collector vs. Hubbard (12 Wall., 1); 
Bailey vs. Railroad Company (22 Wall., 604, and the same case in 106 U.S., 
109). For proposition “b” Gray vs. Darlington (15 Wall. 63), was 
relied on. 

The government opposes both contentions by an elaborate argument 
containing definitions of capital and income drawn from legal and eco- 
nomic sources and given breadth to cover a number of other cases sub- 
mitted with this. The argument, in effect, makes any increase of value 
of property income, emerging as such and taxable at the moment of reali- 
zation by sale or some act of separation, as by dividend declared or by 
distribution, as in the instant case. 

To sustain the argument these definitions are presented: 

1. Capital is anything, material or otherwise, capable of ownership, 
viewed in its static condition at a moment of time, or the rights of owner- 
ship therein. 

, 2. Income is the service or return rendered by capital during a period 
of time. Me 

4. Net income (“profits”) is the difference between income and outgo. 


7. In the actual production and distribution of capital there is a con- 
stant conversion of capital into income, and vice versa. 

8. The attempt to conceal this conversion by treating “income” as the 
standard return from intact “capital” only leads to confusion of the value 
of capital with capital itself. 

From these definitions are deduced the following propositions, which 
are said to be decisive of the problems in the cases: 

1. Income being derived from the use of capital, the conversion or 
transfer of capital always produces income. 

2. Mere appreciation of capital value does not produce 
mere depreciation “outgo.” 

3. Net income is the difference between actual “income” and actual 
“outgo.” 

4. Income is not confined to money income, but includes anything 
capable of easy valuation in money. 

It will be observed that the breadth of definition and the breadth of 
application are necessary to the refutation of the reasoning of the circuit 
court of appeals. There is direct antagonism, the court basing its reliance, 
it says, upon what it asserts is the common sense and understanding of the 
words of the law, and the exposition of like laws by the decisions of this 
court. The government’s resource is the discussion of economists and the 
fact, concrete and practical, of wealth not only increased but come to actual 
hand. The instant case is an example. Turrish’s stock doubled in value. 
He paid for it $79,975.00; he received $159,950.00. It requires a struggle 
to resist the influence of the fact, but we are aided and fortified by our 
own precedents and saved from such intricate and subtle discussion and 
an elaborate review of other cases cited in confirmation or opposition. 

In Collector vs. Hubbard, supra, the distinction between a corporation 
and its stockholders was recognized and that the stockholder had no title 
for certain purposes to the earnings of the corporation, net or other, prior 
to a dividend being declared, but they might become capital by investment 
in permanent improvements and thereby increase the market value of the 
shares, “whether held by the original subscribers or by assignees.” In 
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other words, it was held that the investments of the corporation were the 
investments of the stockholders; that is, the stockholders could have an 
interest, taxable under the act considered, though not identical with the 
ares a This was repeated in Bailey vs. Ratlroad Co. (22 Wall., 604, 

The latter case came here again in 106 U. S., 109, and it was then 
declared that the purpose of an income tax law was to tax the income for 
the year that it accrued; in other words, no tax in contemplation of the 
law accrues upon something except for the year in which that something— 
earnings, profits, gains or income—accrues. In that case the subject of 
the tax was a scrip dividend, but the certificates did not show the year 
of the earnings and testimony as to the particular year was admitted. The 
principle applies to the case at bar. If increase in value of the lands was 
income, it had its particular time and such time must have been within 
the time of the law to be subject to the law, that is, it must have been 
after March 1, 1913. But, according to the fact admitted, there was no 
increase after that date and therefore no increase subject to the law. 
There was continuity of value, not gain or increase. In the first propo- 
sition of the court of appeals we, therefore, concur. 

In support of its second proposition it adduced, as we have seen, 
Gray vs. Darlington (15 Wall., 63). The case arose under the income tax 
law of 1867, which levied “upon the gains, profits, and income of every 
person, . . . whether derived from any kind of property . .. or 
from any other source whatever . . . a tax of 5 per centum on the 
amount so derived over $1,000 . . . for the year ending the thirty-first 
of December next preceding the time for levying, collecting and pay- 
ing said tax.” 

Darlington, in 1865, being the owner of certain United States treasury 
notes, exchanged them for United States bonds. In 1869 he sold the bonds 
at an advance of $20,000 over the cost of the notes and upon this amount 
was levied a tax of 5 per centum as gains, profits, and income for that 
year. He paid the tax under protest and sued to recover, and prevailed. 
This court, by Mr. Justice Field, said: 

The question presented is whether the advance in the value of the 
bonds, during this period of four years, over their cost, realized by their 
sale, was subject to taxation as gains, profits or income of the plaintiff 
for the year in which the bonds were sold. The answer which should be 
given to this question does not, in our judgment, admit of any doubt. The 
advance in the value of property during a series of years can, in no just 
sense, be considered the gains, profits or income of any one particular year 
of the series, although the entire amount of the advance be at one time 
turned into money by the sale of the property. The statute looks, with 
some exceptions, for subjects of taxation only to annual gains, profits and 
income. 

And again: 

The mere fact that property has advanced in value between the date 
of its acquisition and sale does not authorize the imposition of a tax on 
the amount of the advance. Mere advance in value in no sense constitutes 
the gains, profits, or income specified by the statute. It constitutes and 
can be treated merely as increase of capital. 

This case has not been since questioned or modified. 

The government feels the impediment of the case and attempts to con- 
fine its ruling to the exact letter of the act of March 2, 1867, and thereby 
distinguish that act from the act of 1913 and give to the latter something 
of retrospective effect. Opposed to this there is a presumption, resistless 
except against an intention imperatively clear. The government, however, 
makes its view depend upon disputable differences between certain words 
of the two acts. It urges that the act of 1913 makes the income taxed 
one “arising or accruing” in the preceding calendar year, while the act of 
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1867 makes the income one “derived.” Granting that there is a shade of 
difference between the words, it can not be granted that congress made 
that shade a criterion of intention and committed the construction of its 
legislation to the disputes of purists. Besides, the contention of the gov- 
ernment does not reach the principle of Gray vs. Darlington, which is that 
the gradual advance in the value of property during a series of years in 
no just sense can be ascribed to a particular year, not therefore as “arising 
or accruing,” to meet the challenge of the words, in the last one of the 
years, as the government contends, and taxable as income for that year or 
when turned into cash. Indeed, the case decides that such advance in 
value is not income at all, but merely increase of capital and not subject 
to a tax as income. : 

We concur, therefore, in the second proposition of the circuit court of 
appeals as well as in the first and affirm the judgment. 

Mr. Justice Brandeis and Mr. Justice Clarke concur in the result. 


(T. D. 2730, June 11, 1918) 
Income-tax act of October 3, 1913—Decision of the supreme court 


1. Intention of the act. 

It is the evident purpose of the act to refrain from taxing income 
that accrued prior to March 1, 1913, and to exclude from consideration 
in making computation of taxable income for a given year any income 
that accrued in the preceding taxable year. 


2. Act of June 30, 1864, compared and distinguished. 

The income tax act of June 30, 1864, contains special language, differ- 
ent from the 1913 act, which distinguishes the case of Collector vs. 
Hubbard (12 Wall., 1), from the present case. 

3. Taxability of dividends from subsidiary corporation. ' 

Where a corporation is the owner of all the stock in a subsidiary 
company and the lessee of all its property, regularly maintaining posses- 
sion, control, and management of all the subsidiary’s money and other 
property, so that the subsidiary is a mere agent of the other corpora- 
tion and is practically merged therewith, dividends of the subsidiary 
declared out of a surplus which accrued prior to March 1, 1913, are not 
taxable income of the parent corporation. 

4. Effect of decision limited. 

This case turns on its peculiar facts. Pullman Car Co. vs. Missouri 
Pacific Co. (115 U. S., 587); Peterson vs. Chicago, Rock Island & 
Pacific Railway (206 U. S., 364), are distinguishable. 

5. Judgment reversed. 

The judgment of the district court is reversed, and the cause remanded 
for further proceedings. 

The appended decision of the United States supreme court in the case 
of Southern Pacific Co. vs. John Z. Lowe, jr., as collector of internal 
revenue, is published for the information of internal-revenue officers and 
others concerned. 


SuprEME Court oF THE Unitep States. No. 452.Ocroper Term, 1917 


Southern Pacific Co., plaintiff in error, vs. John Z. Lowe, jr., United States 
collector of internal revenue for the second district of New York 


In error to the district court of the United States for the southern 
district of New York 
[June 3, 1918] 
Mr. Justice Pitney delivered the opinion of the court: 


This case presents a question arising under the federal income-tax act 
of October 3, 1913 (ch. 16, 38 Stat, 114, 166). Suit was brought by 
plaintiff in error against the collector to recover taxes assessed against it 
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and paid under protest. There were two causes of action, of which only 
the second went to trial, it having been stipulated that the trial of the 
other might be postponed until the final determination of this one. So far 
as it is presented to us, the suit is an effort to recover a tax imposed upon 
certain dividends upon stock, in form received by the plaintiff from another 
corporation in the early part of the year 1914, and alleged by the plaintiff 
to have been paid out of a surplus accumulated not only prior to the effec- 
tive date of the act but prior to the adoption of the sixteenth amendment 
to the constitution of the United States. The district court directed a 
verdict and judgment in favor of the collector (238 Fed. Rep., 847), and 
the case comes here by direct writ of error under section 238, judicial code, 
because of the constitutional question. That our jurisdiction was properly 
invoked is settled by Towne vs. Eisner (245 U. S., 418, 425). 

The case was submitted at the same time with several other cases aris- 
ing under the same act and decided this day, viz.: Lynch, collector, vs. 
a and Lynch, collector, vs. Hornby, and Peabody vs. Eisner, 
collector. 

The material facts are as follows: Prior to January 1, 1913, and at all 
times material to the case, plaintiff, a corporation organized under the laws 
of the state of Kentucky, owned all the capital stock of the Central Pacific 
Railway Co., a corporation of the state of Utah, including the stock regis- 
tered in the names of the directors.* This situation existed continuously 
from the incorporation of the railway company in the year 1899. That com- 
pany is the successor of the Central Pacific Railroad Co. and acquired all 
of its properties, which constitute a part of a large system of railways 
owned or controlled by the Southern Pacific Co. The latter company, 
besides being sole stockholder, was in the actual physical possession of the 
railroads and all other assets of the railway company, and in charge of its 
operations, which were conducted in accordance with the terms of a lease 
made by the predecessor company to the Southern Pacific and assumed 
by the railway company, the effect of which was that the Southern Pacific 
should pay to the lessor company $10,000 per annum for organization 
expenses, should operate the railroads, branches, and leased lines belonging 
to the lessor, and account annually for the net earnings, and if these 
exceeded 6 per cent. on the existing capital stock of the lessor the lessee 
should retain to itself one-half of the excess; advances by the lessee for 
account of the lessor were to bear lawful interest, and the lessee was to 
be entitled at any time and from time to time to refund to itself its 
advances and interest out of any net earnings which might be in its hands. 
The provisions of the lease were observed by both corporations for book- 
keeping purposes. The Southern Pacific acted as cashier and banker for 
the entire system; the Central Pacific kept no bank account, its earnings 
being deposited with the bank account of the Southern Pacific; and if the 
Central Pacific needed money for additions and betterments or for making 
up a deficit of current earnings the necessary funds were advanced by the 
Southern Pacific. As a result of these operations and of the conversion 
of certain capital assets of the Central Pacific Co., that company showed 
upon its books a large surplus accumulated prior to January 1, 1913, prin- 
cipally in the form of a debit against the Southern Pacific, which at the 
same time, as sole stockholder, was entitled to any and all dividends that 
might be declared, and being in control of the board of directors was able 
to and did control the dividend policy. The dividends in question were 
declared and paid during the first six months of the year 1914 out of this 
surplus of the Central Pacific accumulated prior to January 1, 1913; but 
the payment was only constructive, being carried into effect by bookkeeping 
entries which simply reduced the apparent surplus of the Central Pacific 





*There was another question, concerning a dividend paid by the Reward Oil Co., 
whose stock likewise was owned by the Southern Pacific Co., but the contention of 
plaintiff in error respecting this item has been abandoned. 
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and reduced the apparent indebtedness of the Southern Pacific to the 
Central Pacific by precisely the amount of the dividends. 

The question is whether the dividends received under these circum- 
stances and in this manner by the Southern Pacific Co. were taxable as 
income of that company under the income tax act of 1913.* 

The act provides in section 2, paragraph A, subdivision 1 (38 Stat., 166), 
“that there shall be levied, assessed, collected and paid annually upon the 
entire net income arising or accruing from all sources in the preceding 
calendar year” to every person residing in the United States a tax of 1 
per cent. per annum, with exceptions not now material. By paragraph G 
(a) (p. 172), it is provided “that the normal tax herein, before imposed 
upon individuals [1 per cent.] likewise shall be levied, assessed, and paid 
annually upon the entire net income arising or accruing from all sources 
during the preceding calendar year to every corporation . . . organized 
in the United States,” with other provisions not now material. 

It is provided in paragraph G (b), as to domestic corporations, that 
such net income shall be ascertained by deducting from the gross amount 
of the income of the corporation (1) ordinary and necessary expenses 
paid within the year in the maintenance and operation of its business and 
properties, including rentals and the like; (2) losses sustained within the 
year and not compensated by insurance or otherwise, including a reason- 
able allowance for depreciation by use, wear and tear of property, if any, 
and in the case of mines a certain allowance for depletion of ores and 
other natural deposits; (3) interest accrued and paid within the year upon 
indebtedness of the corporation, within the prescribed limits; (4) national 
and state taxes paid. It will be observed that moneys received as divi- 
dends upon the stock of other corporations are not deducted, as they are 
in computing the income of individuals for the purpose of the normal tax 
under this act (p. 167), and as they were in computing the income of a 
corporation under the excise tax act of August 5, 1909 (ch. 6, 36 Stat., 11, 
113, sec. 38). 

By paragraph G (c) the tax upon corporations is to be computed upon 
the entire net income accrued within each calendar year, but for the year 
1913 only upon the net income accrued from March 1 to December 31, to 
be ascertained by taking five-sixths of the entire net income for the 
calendar year. 

The purpose to refrain from taxing income that accrued prior to 
March 1, 1913, and to exclude from consideration in making the compu- 
tation any income that accrued in a preceding calendar year, is made plain 
by the provision last referred to; indeed, the sixteenth amendment, under 
which for the first time congress was authorized to tax income from prop- 
erty without apportioning the tax among the states according to popula- 
tion, received the approval of the requisite number of states only in Feb- 
ruary, 1913. (Pollock vs. Farmers’ Loan & Trust Co., 157 U. S., 429, 581; 
158 U. S., 601, 637; Brushaber vs. Union Pacific Railroad, 240 U. S., 1, 16.) 

We must reject in this case, as we have rejected in cases arising under 
the corporation excise tax act of 1909 (Doyle, collector, vs. Mitchell Bros. 
Co., and Hays, collector, vs. Gauley Mountain Coal Co., decided May 20, 
1918), the broad contention submitted in behalf of the government that all 
receipts—everything that comes in—are income within the proper definition 
of the term “gross income,” and that the entire proceeds of a conversion 
of capital assets, in whatever form and under whatever circumstances 
accomplished, should be treated as gross income. Certainly the term “in- 
come” has no broader meaning in the 1913 act than in that of 1909 (see 
Stratton’s Independence vs. Howbert, 231 U. S., 399, 416, 417), and for 


*In addition, a question was made in the district court as to a special dividend 
declared by the Central Pacific out of the proceeds of sale of certain land on Long 
Island, taken in satisfaction of a debt’ and sold in December, 1913. As to this, how- 
ever, no argument is submitted by plaintiff in error, the facts are not clear, and we 
pass it without consideration. 
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the present purpose we assume there is no difference in its meaning as 
used in the two acts. This being so, we are bound to consider accumula- 
tions that accrued to a corporation prior to January 1, 1913, as being capi- 
tal, not income, for the purposes of the act. And we perceive no adequate 
ground for a distinction, in this regard, between an accumulation of surplus 
earnings and the increment due to an appreciation in value of the assets 
of the taxpayer. 

That the dividends in question were paid out of a surplus that accrued 
to the Central Pacific prior to January 1, 1913, is undisputed; and we deem 
it to be equally clear that this surplus accrued to the Southern Pacific Co. 
prior to that date, in every substantial sense pertinent to the present 
inquiry, and hence underwent nothing more than a change of form when 
the dividends were declared. 

We do not rest this upon the view that for the purposes of the act of 
1913 stockholders in the ordinary case have the same interest in the 
accumulated earnings of the company before as after the declaration of 
dividends. The act is quite different in this respect from the income tax 
act of June 30, 1864 (ch. 173, 13 Stat., 223, 281, 282), under which this 
court held, in Collector vs. Hubbard (12 Wall., 1, 16), that an individual 
was taxable upon his proportion of the earnings of the corporation although 
not declared as dividends. That decision was based upon the very special 
language of a clause of section 117 of the act (13 Stat., 282) that “the 
gains and profits of all companies, whether incorporated or partnership, 
other than the companies specified in this section, shall be included in 
estimating the annual gains, profits, or income of any person entitled to the 
same, whether divided or otherwise.” The act of 1913 contains no similar 
language, but on the contrary deals with dividends as a particular item of 
income, leaving them free from the normal tax imposed upon individuals, 
subjecting them to the graduated surtaxes only when received as dividends 
(38 Stat., 167, par. B), and subjecting the interest of an individual share- 
holder in the undivided gains and profits of his corporation to these taxes 
only in case the company is formed or fraudulently availed of for the 
purpose of preventing the imposition of such tax by permitting gains and 
profits to accumulate instead of being divided or distributed.* Our view 
of the effect of this act upon dividends received by the ordinary stock- 
holder after it took effect but paid out of a surplus that accrued to the 
corporation before that event is set forth in Lynch, collector, vs. Hornby, 
decided this day. 

We base our conclusion in the present case upon the view that it was 
the purpose and intent of congress, while taxing “the entire net income 
arising or accruing from all sources” during each year commencing with 
the first day of March, 1913, to refrain from taxing that which, in mere 
form only, bore the appearance of income accruing after that date, while 
in truth and in substance it accrued before; and upon the fact that the 
Central Pacific and the Southern Pacific were in substance identical because 
of the complete ownership and control which the latter possessed over the 
former, as stockholder and in other capacities. While the two companies 
were separate legal entities, yet in fact, and for all practical purposes they 
were merged, the former being but a part of the latter, acting merely as its 


* “For the og of this additional tax the taxable income of any individual 
shall embrace the share to which he would be entitled of the gains and profits, if 
divided or distributed, whether divided or distributed or not, of all corporations, joint- 
stock companies, or associations however created or organized, formed or fraudulently 
availed of for the purpose of preventing the imposition of such tax through the mediuna 
of permitting such gains and profits to accumulate instead of being divided or dis- 
tributed: and the fact that any such corporation . . . is a mere holding company, 
or that the gains and profits are permitted to accumulate beyond the reasonable needs 
of the business shall be prima facie evidence of a fraudulent purpose to escape such 
tax; but the fact that the gains and profits are in any case permitted to accumulate 
and become surplus shall not be construed as evidence of a purpose to escape the said 
tax in such case unless the secretary of the treasury shall certify that in his opinion 
such accumulation is unreasonable for the purposes of the business.” (38 Stat., 166, 167.) 
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agent and subject in all things to its proper direction and control. And, 
besides, the funds represented by the dividends were in the actual posses- 
sion and control of the Southern Pacific as well before as after the declar- 
ation of the dividends. The fact that the books were kept in accordance 
with the provisions of the lease, so that these funds appeared upon the 
accounts as an indebtedness of the lessee to the lessor, can not be con- 
trolling, in view of the practical identity between lessor and lessee. Aside 
from the interests of creditors and the public—and there is nothing to 
suggest that the interests of either were concerned in the disposition of 
the surplus of the Central Pacific—the Southern Pacific was entitled to 
dispose of the matter as it saw fit. There is no question of there being a 
surplus to warrant the dividends at the time they were made, hence any 
speculation as to what might have happened in case of financial reverses 
that did not occur is beside the mark. 

It is true that in ordinary cases the mere accumulation of an adequate sur- 
plus does not entitle a stockholder to dividends until the directors in their dis- 
cretion declare them. New York, etc., Railroad vs. Nickals (119 U. S., 296, 
306) ; Gibbons vs. Mahan (136 U. S., 549, 558). And see Humphreys vs. 
McKissock (140 U. S., 304, 312). But this is not the ordinary case. In fact 
the discretion of the directors was affirmatively exercised by declaring 
dividends out of the surplus that was accumulated prior to January 1, 
1913; it does not appear that any other fair exercise of discretion was 
open; and the complete ownership and right of control of the Southern 
Pacific at all times material makes it a matter of indifference whether the 
vote was at one time or another. Under the circumstances, the entire 
matter of declaration and payment of the dividends was a paper trans- 
action to bring the books into accord with the acknowledged rights of the 
Southern Pacific; and so far as the dividends represented the surplus of 
the Central Pacific that accumulated prior to January 1, 1913,-they were 
not taxable as income of the Southern Pacific within the true intent and 
meaning of the act of 1913. 

The case turns upon its very peculiar facts, and is distinguishable from 
others in which the question of the identity of a controlling stockholder 
with his corporation has been raised. Pullman Car Co. vs. Missouri Pacific 
Co. (115 U. S., 587, 596); Peterson vs. Chicago, Rock Island & Pacific 
Railway (205 U. S., 364, 391). 

Judgment reversed, and the cause remanded for further proceedings in 
conformity with this opinion. 

Mr. Justice Clarke dissents. 


(T. D. 2731, June 11, 1918) 
Income tax act of October 3, 1913—Decision of the supreme court 


1. Taxing power under. sixteenth amendment. 

Under the sixteenth amendment to the constitution, congress has 
power to tax as income, without apportionment, everything that became 
income in the ordinary sense of the word after the adoption of the 
amendment. 

. Retroactive report. 

The retroactivity of the act to March 1, 1913—a date not prior to the 
adoption of the amendment—is permissible. Brushaber vs. Union Pacific 
Railroad (240 U. S., 1) approved. 

3. Taxable income. 
An individual stockholder is subject to the additional tax under the 
1913 act on all dividends declared and paid by a corporation in the ordi- 
nary course of business after the taking effect of the act, whether from 
current earnings or from the accumulated surplus made up of past earn- 
ings or increase in value of corporate assets, notwithstanding the surplus 
accrued to the corporation in whole or in part prior to March 1, 1913. 
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4. Cases distinguished. 

Lynch, collector, vs. Turrish, decided by the supreme court June 3, 
1918, and Southern Pacific Railway Co. vs. Lowe, collector, decided by 
the supreme court June 3, 1915, rest upon their special facts, and are 
plainly distinguishable. 

5. The act of September 8, 1916, and the act of October 3, 1917, discussed. 

The act of September 8, 1916, and the act of October 3, 1917, in 
excluding dividends declared out of earnings or profits accrued prior to 
March 1, 1913, are not intended to be declaratory of the meaning of the 
term “dividends” in the 1913 act. 

6. Judgment reversed. 

The judgmeni of the circuit court of appeals is reversed, and the 
cause remanded to the district court for further proceedings. 

The appended decision of the United States supreme court in the case 
of E. J. Lynch, as collector of internal revenue, vs., H. C. Hornby is pub- 
ished for the information of internal-revenue officers and others concerned. 


SupreME Court oF THE Unitep States. No. 422. Ocrtoner Term, 1917 


E. J. Lynch, collector of internal revenue for the district of Minnesota, 
petitioner, vs. H. C. Hornby 


On a writ of certiorari to the United States circuit court of appeals 
for the eighth circuit 
[June 3, 1918] 

Mr. Justice Pitney delivered the opinion of the court: 

Hornby, the respondent, recovered a judgment in the United States 
district court against Lynch, as collector of internal revenue, for the return 
of $171, assessed as an additional income tax under the act of October 3, 
1913 (ch. 16, 38 Stat., 114, 166), and paid under protest. The circuit court of 
appeals affirmed the judgment (236 Fed., 661), and the case comes here 
on certiorari. It was submitted at the same time with Lynch, collector, vs. 
Turrish, Southern Pacific Co. vs. Lowe, collector, and Peabody vs. Eisner, 
collector, arising under the same act, and this day decided. 

The facts, in brief, are as follows: Hornby, from 1906 to 1915, was the 
owner of 434 (out of 10,000) shares of the capital stock of the Cloquet 
Lumber Co., an Iowa corporation, which for more than a quarter of a 
century had been engaged in purchasing timber lands, manufacturing the 
timber into lumber and selling it. Its shares had a par value of $100. 
each, making the entire capital stock $1,000,000. On and prior to March 1, 
1913, by the increase of the value of its timber lands and through its 
business operations, the total property of the company had come to be 
worth $4,000,000, and Hornby’s stock, the par value of which was $43,400, 
had become worth at least $150,000. In the year 1914 the company was 
engaged in cutting its standing timber, manufacturing it into lumber, sell- 
ing the lumber, and distributing the proceeds among its stockholders. In 
that vear it thus distributed dividends aggregating $650,000, of which 
$240,000, or 24 per cent. of the par value of the capital stock, was derived 
from current earnings, and $410,000 from conversion into money of prop- 
erty that it owned or in which it had an interest, on March 1, 1913. 
Hornby’s share of the latter amount was $17,794, and this not having been 
included in his income tax return, the commissioner of internal revenue 
levied an additional tax of $171 on account of it, and this forms the sub- 
ject of the present suit. 

The case was tried in the district court and argued in the circuit court of 
appeals together with Lynch, collector, vs. Turrish (236 Fed., 653), and 
was treated as presenting substantially the same question upon the merits. 
In our opinion it is distinguishable from the Turrish case, where the dis- 
tribution in question was a single and final dividend received by Turrish 
from the Payette Co. in liquidation of the entire assets and business of the 
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company and a return to him of the value of his stock upon the surrender 
of his entire interest in the company, at a price that represented its intrinsic 
value at and before March 1, 1913, when the income tax act took effect. 

In the present case there was no winding up or liquidation of the 
Cloquet Lumber Co. nor any surrender of Hornby’s stock. He was but 
one of many stockholders, and had but the ordinary stockholders’ interest 
in the capital and surplus of the company—that is, a right to have them 
devoted to the proper business of the corporation and to receive from the 
current earnings or accumulated surplus such dividends as the directors 
in their discretion might declare. Gibbons vs. Mahon (136 U. S., 549, 557). 
The operations of this company in the year 1914 were, according to the 
facts pleaded, of a nature essentially like those in which it had been engaged 
for more than a quarter of a century. The fact that they resulted in con- 
verting into money, and thus setting free for distribution as dividends, a 
part of its surplus assets accumulated prior to March 1, 1913, does not 
render Hornby’s share of those dividends any the less a part of his income 
within the true intent and meaning of the act, the pertinent language of 
which is as follows (38 Stat., 166, 167): 

Subdivision 1. That there shall be levied, assessed, collected, and 
paid annually upon the entire net income arising or accruing from all 
sources in the preceding calendar year to every citizen of the United 
States, . . . and to every person residing in the United States, 

a tax of 1 per centum per annum upon such income, except as herein- 
after provided: . .. 7 

B. That, subject only to such exemptions and deductions as are here- 
inafter allowed, the net income of a taxable person shall include gains, 
profits and income derived from salaries, wages or compensation for per- 
sonal service, . . . also from interest, rent, dividends, securities, or 
the transaction of any lawful business carried on for gain or.profit, or 
gains or profits and income derived from any source whatever. 

Among the deductions allowed for the purpose of the normal tax is 
“seventh, the amount received as dividends upon the stock or from the net 
earnings of any corporation, . . . which is taxable upon its net income 
as hereinafter provided.” There is a graduated additional tax, commonly 
known as a “surtax,” upon net income in excess of $20,000, including 
income from dividends, and for the purpose of this additional tax “the 
taxable income of any individual shall embrace the share to which he 
would be entitled of the gains and profits, if divided or distributed, whether 
divided or distributed or not, of all corporations . . . formed or fraud- 
ulently availed of for the purpose of preventing the imposition of such 
tax through the medium of permitting such gains and profits to accumu- 
late instead of being divided or distributed.” 

It is evident that congress intended to draw and did draw a distinction 
between a stockholder’s undivided share or interest in the gains and profits 
of a corporation prior to the declaration of a dividend, and his partici- 
pation in the dividends declared and paid, treating the latter in ordinary 
circumstances as a part of his income for the purposes of the surtax, and 
not regarding the former as taxable income unless fraudulently accumu- 
lated for the purpose of evading the tax. 

This treatment of undivided profits applies only to profits permitted to 
accumulate after the taking effect of the act, since only with respect to 
these is a fraudulent purpose of evading the tax predicable. Corporate 
profits that accumulated before the act took effect stand on a different 
footing. As to these, however, just as we deem the legislative intent 
manifest to tax the stockholder with respect to such accumula- 
tions only if and when and to the extent that his interest in 
them comes to fruition as income — that is, in dividends declared 
—soO we can perceive no constitutional obstacle that stands in the 
way of carrying out this intent when dividends are declared out 
of a pre-existing surplus. The act took effect on March, 1, 1913, a few 
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days after the requisite number of states had given approval to the six- 
teenth amendment, under which for the first time congress was empowered 
to tax income from property without apportioning the tax among the 
states according to population. Southern Pacific Co. vs. Lowe, supra. 
That the retroactivity of the act from the date of its passage (Oct. 3, 1913) 
to a date not prior to the adoption of the amendment was permissible is 
settled by Brushaber vs. Union Pacific Railroad (240 U. S., 1, 20). And 
we deem it equally clear that congress was at liberty under the amend- 
ment to tax as income, without apportionment, everything that became 
income in the ordinary sense of the word after the adoption of the amend- 
ment, including dividends received in the ordinary course by a stockholder 
from a corporation, even though they were extraordinary in amount and 
might appear upon analysis to be a mere realization in possession of an 
inchoate and contingent interest that the stockholder had in a surplus of 
corporate assets previously existing. Dividends are the appropriate fruit 
of stock ownership, are commonly reckoned as income, and are expended 
as such by the stockholder without regard to whether they are declared 
from the most recent earnings or from a surplus accumulated from the 
earnings of the past or are based upon the increased value of the property 
of the corporation. The stockholder is in the ordinary case a different 
entity from the corporation, and congress was at liberty to treat the divi- 
dends as coming to him ab extra and as constituting a part of his income 
when they came to hand. 

Hence we construe the provision of the act that “the net income of a 
taxable person shall include gains, profits, and income derived from .. . 
interest, rent, dividends, . . . or gains or profits and income derived 
from any source whatever” as including (for the purposes of the addi- 
tional tax) all dividends declared and paid in the ordinary course of busi- 
ness by a corporation to its stockholders after the taking effect of the act 
(Mar. 1, 1913), whether from current earnings or from the accumulated 
surplus made up of past earnings or increase in value of corporate assets, 
notwithstanding it accrued to the corporation in whole or in part prior to 
March 1, 1913. In short, the word “dividends” was employed in the act 
as descriptive of one kind of gain to the individual stockholder, dividends 
being treated as the tangible and recurrent returns upon his stock, anal- 
cone, to the interest and rent received upon other forms of invested 
capital. 

In the more recent income-tax acts, provisions have been inserted for 
the purpose of excluding from the effect of the tax any dividends declared 
out of earnings or profits that accrued prior to March 1, 1913. This 
originated with the act of September 8, 1916, and has been continued in 
the act of October 3, 1917.% We are referred to the legislative history of 


*In act of September 8, 1916 (Ch. 463, 39 Stat., 756, 757), which took the place of 
the act of 1913, the substance of what we have quoted from paragraph B of the 1913 
act was embodied in sec. 2 (a), but with this proviso: “‘Provided, that the term ‘divi- 
dends’ as used in this title shall be held to mean any distribution made or ordered to 
be made by a corporation . . . out of its earnings or profits accrued since March 
first, nineteen hundred and thirteen, and payable to its shareholders, whether in cash 
or in stock of the corporation,” etc. And by the act of October 3, 1917 (Ch. 63, 40 
Stat., 300, 329, 337-8), sec. 2 (a) of the 1916 act was amended by being repeated 
without the proviso (p. 329), while the proviso was inserted as a new section—31 (a)— 
and to it was added a subsection (b), as follows: 

“(b) Any distribution made to the shareholders or members of a corporation 
. « .. in the year nineteen hundred and seventeen, or subsequent tax years, shall be 
deemed to have been made from the most rccently accumulated undivided profits or 
surplus, and shall constitute a pert of the annual income of the distributee for the 
year in which received, and shall be taxed to the distributee at the rates prescribed by 
law for the years in which such profits or surplus were accumulated by the corpora- 
tion, . . . but nothing herein shall be construed as taxing any earnings or profits 
accrued prior to March first, nineteen hundred and thirteen, but such earnings or profits 
may be distributed in stock dividends or otherwise, exempt from the tax, after the 
distribution of earnings and profits accrued since March first, nineteen hundred and 
thirteen, has been made. This subdivision shall not apply to any distribution made 
prior to August sixth, nineteen hundred and seventeen, out of earnings or profits 
accrued prior to March first, nineteen hundred and thirteen.” 
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the act of 1916, which it is contended indicates that the new definition of 
the term “dividends” was intended to be declaratory of the meaning of 
the term as used in the 1913 act. We cannot accept this suggestion, deem- 
ing it more reasonable to regard the change as a concession to the equity 
of stockholders granted in the 1916 act, in view of constitutional questions 
that had been raised in this case, in the companion case of Lynch, collector, 
vs. Turrish, and perhaps in other cases. These two cases were commenced 
in October, 1915, and decisions adverse to the tax were rendered in the 
district court in January, 1916, and in the circuit court of appeals Sep- 
tember 4, 1916. 

We repeat that under the 1913 act dividends declared and paid in the 
ordinary course by a corporation to its stockholders after March 1, 1913, 
whether from current earnings or from a surplus accumulated prior to 
that date, were taxable as income to the stockholder. 

We do not overlook the fact that every dividend distribution diminishes 
by just so much the assets of the corporation, and in a theoretical sense 
reduces the intrinsic value of the stock. But, at the same time, it demon- 
strates the capacity of the corporation to pay dividends, holds out a prom- 
ise of further dividends in the future, and quite probably increases the 
market value of the shares. In our opinion, congress laid hold of divi- 
dends paid in the ordinary course as de facto income of the stockholder, 
without regard to the ultimate effect upon the corporation resulting from 
their payment. 

Of course, we are dealing here with the ordinary stockholder receiving 
dividends declared in the ordinary way of business. Lynch, collector, vs. 
Turrish and Southern Pacific Co. vs. Lowe, collector, this day decided, 
rest upon their special facts and are plainly distinguishable. 

It results from what we have said that it was erroneous to award a 
return of the tax collected from the respondent, and that the-judgment 
should be 

Reversed, and the cause remanded to the district court for further 
proceedings in conformity with this opinion. 


(T. D. 2732, June 11, 1918) 
Income tax act of October 3, 1913—Decision of the supreme court 
1. Taxable income. 

A dividend declared and paid by a going corporation, partly in cash 
and partly in assets of the corporation, is subject to the additional tax 
imposed by the act of October 3, 1913, when received by an individual 
stockholder, although declared from a surplus which was in part accumu- 
lated before March 1, 1913—Southern Pacific Co. vs. Lowe, collector, 
decided by the supreme court the same day, distinguished. 

2. Rights of stockholders before dividends declared. 

An ordinary stockholder, before the declaration of a dividend, has 
only the right to have the assets of the corporation devoted to its 
proper business, and to receive such dividends as the directors may in 
their discretion declare—a very different interest from his interest after 
a dividend is declared.—Lynch, collector, vs. Hornby, decided by the 
supreme court the same day, is controlling. 

3. Meaning of “stock dividend.” 

A dividend declared and paid by one corporation in the stock of 
another is not a “stock dividend” within the accepted meaning of that 
term. 

4. Judement affirmed. 

The judgment of the district court is affirmed. 

The appended decision of the United States supreme court in the case 
of Charles A. Peabody vs. Mark Eisner, as collector of internal revenue, 
is published for the information of internal-revenue officers and others 
concerned. 
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SupreME Court oF THE Unirtep States. No. 705. Ocroper Term, 1917 


Charles A. Peabody, plaintiff in error, vs. Mark Eisner, collector 
of internal revenue 


In error to the district court of the United States for the southern 
district of New York 
[June 3, 1918] 


Mr. Justice Pitney delivered the opinion of the court: 

This case arose under the federal income-tax act of October 3, 1913 
(ch. 16, 38 Stat., 114, 166). The controversy is over the first cause of 
action set up by plaintiff in error in a suit against the collector for the 
recovery of an additional tax exacted in respect of a certain dividend 
received by plaintiff in the year 1914, the facts being as follows: On and 
prior to March 1, 1913, and thenceforward until payment of the dividend 
in question, petitioner was owner of 1,100 shares (out of a total of 2,000,000 
shares outstanding) of common stock of the Union Pacific Railroad Co., 
of the par value of $100 each, and during the same period the company 
had large holdings of the common and preferred stocks of the Baltimore 
& Ohio Railroad Co. On March 2, 1914, the Union Pacific declared and 
paid an extra dividend upon each share of its common stock, amounting 
to $3 in cash, $12 in par value of preferred stock of the Baltimore & 
Ohio, and $22.50 in par value of the common stock of the same company; 
the result being that petitioner received as his dividend upon his holding 
of Union Pacific common stock $3,300 in cash, 132 shares of Baltimore & 
Ohio preferred and 24714 shares of Baltimore & Ohio common stock. In 
his income return for 1914 he included as taxable income $4.12 per share 
of this dividend, or $4,532 in all, and paid his tax upon the basis of this 
return. Afterwards he was subjected to an additional assessment upon 
a valuation of the balance of his dividend, and this, having been paid 
under protest, is the subject of the present suit, the theory of which is 
that the entire earnings, income, gains, and profits from all sources realized 
by the Union Pacific Railroad Co. from March 1, 1913, to March 2, 1914, 
remaining after the payment of prior charges, did not exceed $4.12 per 
share of the Union Pacific common stock, and that the cash and Baltimore 
& Ohio stock disposed of in the extra dividend (so far as they exceeded 
the value of $4.12 per share of Union Pacific) did not constitute a gain, 
profit, or income of the Union Pacific, and therefore did not constitute 
a gain, profit, or income of the plaintiff arising or accruing either in or for 
the year 1914 or for any period subsequent to March 1, 1913, the date 
when the income-tax law took effect. The district court overruled this 
contention upon the authority of Southern Pacific Co. vs. Lowe, collector 
(238 Fed., 847), and Towne vs. Eisner, collector (242 Fed., 702). The 
latter case has since been reversed (245 U. S., 418), but only upon the 
ground that it related to a stock dividend which in fact took nothing 
from the property of the corporation and added nothing to the interest 
of the shareholder, but merely changed the evidence which represented 
that interest. Southern Pacific Co. vs. Lowe, collector, has been reversed 
this day, but only upon the ground that the Central Pacific Railway Co., 
which paid the dividend, and the Southern Pacific Co., which received it, 
were in substance identical corporations because of the complete owner- 
ship and control which the latter possessed over the former as stock- 
holder and in other capacities, so that while the two companies were 
separate and legal entities, yet in fact and for all practical purposes the 
former was but a part of the latter, acting merely as its agent and subject 
in all things to its direction and control; and for the further reason that 
the funds represented by the dividend were in the actual possession and 
control of the Southern Pacific Co. as well before as after the declaration 
of the dividend. In this case the plaintiff in error stands in the position 
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of the ordinary stockholder, whose interest in the accumulated earnings 
and surplus of the company are not the same before as after the declara- 
tion of a dividend, his right being merely to have the assets devoted to 
the proper business of the corporation and to receive from the current 
earnings or accumulated surplus such dividends as the directors in their 
discretion may declare, and without right or power on his part to control 
that discretion. 

It hardly is necessary to say that this case is not ruled by our decision 
in Towne vs. Eisner, since the dividend of Baltimore & Ohio shares was 
not a stock dividend but a distribution in specie of a portion of the assets 
of the Union Pacific, and is to be governed for all present purposes by 
the same rule applicable to the distribution of a like value in money. It 
is controlled by Lynch, collector, vs. Hornby, this day decided. 

Judgment affirmed. 


(T. D. 2733, June 17, 1918.) 
Income and excess-profits taxes. 


Form for instruments required under T. D. 2706 
The following form is prescribed to facilitate compliance with T. D. 
2706 regarding the establishment of a replacement fund in the case of 
property requisitioned for war uses or lost or destroyed in whole or in part 
through war hazards: 
Form 1114 U. S. Internal Revenue 
Income and excess-profit taxes. 


APPLICATION UNpER T. D. 2706 ror PERMISSION TO ESTABLISH A REPLACE- 
MENT FUND. 


To the Commissioner of Internal Revenue: 


(1) The undersigned (individual) (partnership) (corporation) repre- 
sents that as a result of suit or otherwise he has secured payment by way 
of damages of compensation for property title to which has been requisi- 
tioned for war uses, or property which has been lost or destroyed in whole 
or in part through war hazards, to an amount in excess of the value of 
the property on March 1, 1913, or of its cost if acquired after that date, 
and that he desires and intends to use the entire sum received as compensa- 
tion for the replacement in kind of the lost or damaged property. 

(2) It being impracticable owing to war conditions to make such re- 
placement for a considerable time, the undersigned hereby makes applica- 
tion for permission to establish a replacement fund in which the entire 
amount of the compensation so received will be held (unless the property 
requisitioned, lost, or damaged constituted all or part of the security under 
a mortgage or trust indenture, in which event the amount omen | to the 
replacement fund will, subject to the approval of the commissioner of 
Internal Revenue, be the amount of compensation received, less the amount, 
if any, which becomes payable out of such compensation under the terms of 
such instrument or the obligations thereby secured). 

(3) Attached hereto as schedule A and made a part hereof is a state- 
ment reciting all the facts relating to the transaction, including the nature 
of the property, the character and extent of the loss, the manner and date 
of securing compensation, the date of acquisition of the property and its 
cost or fair value on March 1, 1913, the amount of compensation, the 
amount necessary to make the damage good, a description of the replace- 
ment intended and the steps already taken to that end, the probable date of 
completion, the estimated additional excess profits and income taxes assess- 
able upon the income carried to the replacement fund, and all other 
matter which might affect a determination. 

(4) The undersigned (a) has executed and will cause to be executed by 
a surety company in good standing the bond hereto annexed as schedule B 
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in an amount not less than the estimated additional excess profits and 
income taxes assessable by the United States upon the income carried to 
the replacement fund, or (b) has executed the agreement hereto annexed 
as schedule C and will deposit as security for such estimated additional 
amount of tax obligations of the United States issued after September 1, 
1917, to at least an equal amount, to be held in trust as such security in a 
bank or trust company approved by the commissioner of internal revenue. 

(5) The undersigned undertakes that he will proceed as expeditiously 
as possible to replace or restore such property, and covenants that when 
the replacement or restoration is made, the new or restored property will 
not be valued in his accounts at an amount in excess of that at which the 
requisitioned, damaged, or destroyed property was carried, except and to 
the extent that such new or restored property has an increased pro- 
ductive capacity. 

In witness whereof the undersigned individual has hereunto set his hand 
and seal, or the undersigned partnership has executed this instrument under 
the hand and seal of one of its members, or the undersigned corpora- 
tion has caused these presents to be subscribed by one of its officers and 
its corporate seal to be hereunto affixed, all the......day of....... inntes 
19...., in triplicate. 








ssentientedsshsnbeoeenaal {L. s.] 
ON Te ee [L. s.] 
STATE OF , County of , SS: fa 


, being duly sworn, deposes and says that he is the indi- 
vidual applicant above named, or is a member of the partnership above 
named, or is an officer of the corporation above named, and that the state- 
ments made in the foregoing application are true to the best of deponent’s 
knowledge, information, and belief. 











ee) 


SCHEDULE A. 
STATEMENT OF FACTS 
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SCHEDULE B. 


BOND. 
Know all men by these presents that ................ , as principal, and 
er re beeen eeeeeceseceees wees , as surety, are held and firmly bound unto 
the United States of America in the sum of................ dollars, lawful 


money of the United States, for the payment whereof we bind ourselves, 
our heirs, executors, administrators, successors, and assigns, jointly and 
severally firmly by these presents. 

Whereas the above-bounden principal has made application to the com- 
missioner of internal revenue for permission to establish a replacement 
fund pursuant to T. D. 2706 of April 25, 1918, and it appears that the 
amount of this bond is not less than the estimated additional excess profits 
and income taxes assessable by the United States upon the income to be 
carried to the replacement fund: 

Now, therefore, the condition of the foregoing obligation is such that 
if the principal shall either dispose of said replacement fund as specified 
in said application and complete said replacement on or before the final date 
set in the permit granted by the commissioner of internal revenue, or 
account for and pay the additional excess profits and income taxes assess- 
able upon the income so carried to the replacement fund at the rate of 
tax in force at the time of the original receipt of such income, and shall 
otherwise well and truly perform and observe all the covenants and con- 
ditions contained in the instruments annexed hereto and all the provisions 
of law and the regulations, then this obligation is to be void, but other- 
wise to remain in full force and virtue. 

Witness our hands and seals in triplicate this....day of........ eee 

Signed, sealed, and delivered in the presence of— 


ARPS NN pers nner rae a peas. Pee he 
er eer ee . (L. s.] 
Princtpal. 


PAARL ESE CARs ~~ KenddeReadadsd dpm .. £ 


Commissioner of Internal Revenue. 


SCHEDULE C. 
DEPOSIT AGREEMENT 


An agreement between................ ee eee rere , party of 
EE liad ee nih tniarenienaetil , a corporation of the state of 
PEELS a earner , party of the second part. 

Whereas the party of the first part has made application to the com- 
missioner of internal revenue for permission to establish a replacement 
fund under T. D. 2706 of April 25, 1918, in accordance with the instru- 
ments hereto annexed, and has elected in lieu of a bond to deposit as 
security for the estimated additional excess profits and income taxes assess- 
able by the United States upon the income to be carried to the replace- 
ment fund obligations of the United States issued after September 1, 1917. 

Now, therefore, in consideration of a valuable consideration to each of 
the parties hereto in hand paid by the other, the receipt whereof is hereby 
acknowledged, it is covenanted and agreed as follows: 

(1) The party of the first part has deposited with the party of the 
second part obligations of the United States issued after September 1, 
1917, for a principal amount not less than the estimated taxes aforesaid, 
in bearer form or with transfer power attached, described as follows: 
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(2) Such obligations are to be held in trust by the party of the second 
part as security for the payment of the additional excess profits and income 
taxes assessable by the United States upon the income carried to said re- 
placement fund at the rate of tax in force at the time of the original 
receipt of such income, provided the party of the first part shall not dis- 
pose of said replacement fund as specified in said application and complete 
said replacement on or before the final date set in the permit hereto an- 
nexed granted by the commissioner of internal revenue. 

(3) If on or before the date set in said permit said replacement shall 
be completed, as evidenced by an acknowledgment in writing to such effect 
signed by the commissioner of internal revenue, the party of the second 
part shall thereupon surrender said obligations to the party of the first part 
or upon his order, and the receipt therefor of the party of the first part 
shall constitute full satisfaction and discharge of any liability of the party 
of the second part hereunder. The commissioner of internal revenue may 
similarly at any time and from time to time authorize the surrender of such 
portion of said obligations as in his judgment the progress of said replace- 
ment shall justify. 

(4) If on the date set in said permit the party of the second part shall 
not have received such final written acknowledgment from the commis- 
sioner of internal revenue, it shall hold and deliver said obligations, or 
the remainder of them, in all respects subject to the order of the com- 
missioner of internal revenue, and at his direction shall proceed to sell 
said obligations at public or private sale, with or without notice thereof, 
and shall apply the proceeds thereof to the payment of said taxes and 
any other taxes due from the party of the first part, and interest, penalties, 
and expenses of the sale, paying the residue, if any, to the party of the first 
part. After said date the receipt of the commissioner of internal revenue 
shall constitute full satisfaction and discharge of any liability of the party 
of the second part hereunder. 

(5) The party of the second part accepts the trust hereunder and 
acknowledges the receipt and deposit of said obligations. 

Witness our hands and seals in triplicate this....day of........ een 


Signed, sealed, and delivered in the 
presence of— 


ee 


re 
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PERMIT TO EsTABLISH REPLACEMENT FUND 


TREASURY DEPARTMEN1, 
OFFICE OF COMMISSIONER OF INTERNAL REVENUE, 


Washington, D. C., ...... . 


Upon the application and schedules hereto annexed the commissioner of 
internal revenue hereby grants permission to establish a replacement fund 
pursuant thereto, and directs that pending the disposition of the amount 
held therein the accounting for gain or loss thereupon may be deferred 
for the period of time ending —-————, 19—, or such further date as he 
may determine to be reasonable and indorse hereupon. This permit, how- 
ever, is expressly conditioned upon the applicant forthwith furnishing a 
bond in the prescribed form approved by the commissioner of internal 
revenue, or executing an agreement in the prescribed form and depositing 
subject thereto obligations of the United States issued after September 1, 
1917, in an amount and in a bank or trust company approved by the com- 
missioner of internal revenue. 


Commissioner of Internal Revenue. 


INSTRUCTIONS 

(1) The applicant should execute the form of application in triplicate 
and fill out Schedule A. He should also attach to Schedule A a statement 
of any other special features of the situation which might help the com- 
missioner in arriving at a decision. 

(2) The applicant should execute the bond (schedule B) or the deposit 
agreement (schedule C) in triplicate, inserting the amount and indicating 
the surety or bank proposed. 

(3) The applicant should then forward all three copies of the form to 
the commissioner of internal revenue, who will consider the application 
and if he grants it will sign the permit and return the form to the applicant. 

(4) The applicant should then forthwith procure the completion of 
the bond or deposit agreement in triplicate and submit it for approval by 
the commissioner, which must be given before the permit will become 


effective. 
(T. D. 2734, June 17, 1918.) 
Income tax. 


Determination of the amount of gain or loss on a sale of stock received as 
a stock dividend—Revision of paragraphs 28 and 60 of the income-tax 
regulations. 

By sections 2 (a) and 31 (a) of the income-tax act of September 8, 
1916, as amended, taxable income includes stock dividends paid by a cor- 
poration in 1916 or subsequent years out of its earnings or profits ac- 
crued since March 1, 1913, to the amount of the earnings or profits so 
distributed, and excludes stock dividends paid in 1916 or subsequent years 
out of surplus other than earnings or profits accrued since March 1, 1912. 
In Towne vs. Eisner (245 U. S., 418), stock dividends paid in 1913, 1914, or 
1915 out of surplus, however created, were held not to be taxable income 
under the income-tax act of October 3, 1913. 

Section 31 (b) of the act of September 8, 1916, as amended, article 
107 of the income-tax regulations, and T. D. 2659 of February 28, 1918, and 
T. D. 2678 of March 23, 1918, provide the method of determining out of 
what earnings or profits a dividend declared in 1917 or subsequent years is 
deemed to have been paid. 

For the purpose of ascertaining under the income-tax act the gain or 
loss derived from the sale of stock or other property, its cost, or if ac- 
quired before March 1, 1913, its fair market price or value as of March 1, 
1913, is evidently the basis to be sought. Such basis once found, the 
problem is resolved into a matter of subtraction. To avoid unnecessary 
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complication “cost” is used herein to include also, where required, “fair 
market price or value as of March 1, 1913.” 

For the purpose, then, of ascertaining the gain or loss derived from the 
sale of stock of a corporation received as a dividend, or from the sale 
of the stock in respect of which such dividend was paid, the cost of such 
stock is to be determined in accordance with the following rules: 

(1) In the case of stock (a) received as a dividend in 1913, 1914, or 
1915 out of surplus however created, or (b) received as a dividend in 1916 
or subsequent years out of surplus other than earnings or profits accrued 
since March 1, 1913, the cost of each share of new stock is the quotient of 
the a of the old stock divided by the number of old and new shares added 
together. 

e(2) In the case of the stock in respect of which any stock dividend was 
paid as described under (1), the cost of each share of old stock is similarly 
the quotient of the cost of the old stock divided by the number of old and 
new shares, 

(3) In the case of stock received as a dividend in 1916 or subsequent 
years out of surplus earnings or profits accrued since March 1, 1913, the 
cost of each share is the valuation at which it was returnable as income, as 
shown by the transfer of surplus to capital account on the books of the 
corporation, usually its par value. 

(4) In the case of the stock in respect of which any stock dividend 
was paid as described under (3), the cost of each share is its original cost, 
regardless of any stock dividend. 

Paragraph 28 of regulations No. 33, revised, is hereby amended to read 
as follows: 

Stock dividends.—Stock dividends declared from earnings or profits ac- 
crued prior to March 1, 1913, or from surplus created by the revaluation of 
capital assets or by placing a value upon trade-marks, goodwill, etc., do not 
represent a distribution of earnings or profits subject to tax as a dividend in 
the hands of the recipient shareholder. When stock received in payment ot 
such dividend, or stock in respect of which any such dividend was paid, is 
sold, the cost of each share of stock, whether old or new, for the purpose 
of ascertaining the gain or loss resulting from its sale, is the quotient of 
the cost of the old stock, if acquired on or after March 1, 1913, or its fair 
market price or value as of that date if acquired prior thereto, divided by 
the number of old and new shares added together. The profit so ascer- 
tained from the sale of such stock is income subject to both normal and 
additional tax and shall be accounted for in the shareholder’s return 
rendered for the year in which the sale is made. 

Paragraph 60 of regulations No. 33, revised, is hereby, amended to 
read as follows: 

Profit from the sale of stock—When stock is sold from lots purchased 
at different times and at different prices and the identity of the lots can 
not be determined as to the dates of purchase, the stock sold shall be 
charged against the earliest purchases of such stock. The excess of the 
amount realized on the sale over the cost of the stock, or its fair market 
price or value as of March 1, 1913, if purchased before that date, will be 
the profit to be accounted for as income. In the case of stock received as 
a stock dividend out of surplus other than earnings or profits accrued 
since March 1, 1913, or of stock in respect of which any such dividend 
was paid, the cost of each share of such stock shall be ascertained as 
specified in paragraph 28 hereof. 

(T. D. 2736, June 18, 1918.) 
Income tax. 
Tax on undistributed net income of corporations, joint-stock companies 
and associations, and insurance companies. 

(1) Statute—Section 10 (b) added to title I of the revenue act of 
September 8, 1916, by section 1206 of title XII of the war-revenue act of 
October 3, 1917, is as follows: 
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In addition to the income tax imposed by subdivision (a) of this section 
there shall be levied, assessed, collected, and paid annually an additional 
tax of ten per centum upon the amount remaining undistributed six months 
after the end of each calendar year or fiscal year, of the total net income 
of every corporation, joint-stock company or association, or insurance 
company, received during the year, as determined for the purposes of the 
tax imposed by such subdivision (a), but not including the amount of any 
income taxes paid by it within the year imposed by the authority of the 
United States. 

The tax imposed by this subdivision shall not apply to that portion of 
such undistributed net income which is actually invested and employed in 
the business or is retained for employment in the reasonable requirements 
of the business or is invested in obligations of the United States issued 
after September first, nineteen hundred and seventeen: Provided, That if 
the Secretary of the Treasury ascertains and finds that any portion of such 
amount so retained at any time for employment in the business is not so 
employed or is not reasonably required in the business a tax of fifteen per 
centum shall be levied, assessed, collected, and paid thereon. 

The foregoing tax rates shall apply to the undistributed net income 
received by every taxable corporation, joint-stock company or association, 
or insurance company in the calendar year nineteen hundred and seventeen 
and in each year thereafter, except that if it has fixed its own fiscal year 
under the provisions of existing law, the foregoing rates shall apply to 
the proportion of the taxable undistributed net income returned for the 
fiscal year ending prior to December thirty-first, nineteen hundred and 
seventeen, which the period between January first, nineteen hundred and 
seventeen, and the end of such fiscal year bears to the whole of such fiscal 
year. 

(2) Definitions—Corporation—The term “corporation” of “corpora- 
tions” as used in this treasury decision shall be construed to include all 
corporations, joint-stock companies and associations, and insurance com- 
panies coming within the terms of title I of the act of September 8, 1916, 
as amended by title XII of the act of October 3, 1917. 

Taxable year—The term “taxable year” as used in this treasury deci- 
sion contemplates the calendar year 1917 and each calendar year thereafter, 
or in the case of a corporation properly filing its income returns upon the 
basis of a fiscal year other than the calendar year, the fiscal year ending 
in 1917 and each fiscal year thereafter. 

(3) Corporations subject to tax—Every corporation, domestic or for- 
eign, which was subject to taxation upon the total net income received by 
it during the preceding taxable year, is subject to the provisions of section 
10 (b) added to the act of September 8, 1916, by section 1206 of the act 
of October 3, 1917, which impose a tax upon undistributed net income. 
Corporations which are exempt under the provisions of section 11 (a) of 
the act of September 8, 1916, from tax upon total net income are not tax- 
able upon undistributed net income under said section 10 (b). 

(4) Returns—Every corporation which is required by the provisions 
of the act of September 8, 1916, as amended by the act of October 3, 
1917, to make a return of its annual net income, and which had a taxable 
net income for the preceding taxable year, shall make a return of the 
amount of such net income received during such taxable year remaining 
undistributed six months after the end of such taxable year. The return 
shall be made upon Form 1112, shall be sworn to by the president, vice 
president, or other principal officer, and by the treasurer or assistant treas- 
urer of the corporation and shall be made to the collector of internal 
revenue of the district in which its return of annual net income is required 
to be filed. Such return shall be made within sixty days after the expira- 
tion of six months after the end of such taxable year, except that any 
corporation which would otherwise be required to make a return on or 
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before a date earlier than August 1, 1918, may make such return on or 
before August 1, 1918. 

(5) Rate of tax —Taxes are imposed by section 10 (b) of the act of 
September 8, 1916, as amended, at two different rates, 10 per cent and 15 
per cent. 

(6) Income subject to the 10 per cent tax—The amount of income 
subject to the 10 per cent tax is to be ascertained in the following manner: 

From the total net income received by a corporation during its taxable 
year as determined for the purposes of the annual tax imposed thereon 
by subdivision (a) of section 10 of the act of September 8, 1916, as 
amended, which remains undistributed six months after the end of such 
taxable year, are to be deducted (1) the amount of any income taxes 
imposed by the authority of the United States paid by the corporation 
within such taxable year from income of that year, (2) such part of the 
undistributed income as is actually invested and employed in the business, 
or (3) is retained for employment in the reasonable requirements of the 
business, or (4) is invested in obligations of the United States issued after 
September 1, 1917. If the taxable year began on or after January 1, 1917, 
the remainder is the amount upon which the tax is assessed. If the tax- 
able year began before January 1, 1917, the proportion of such remainder 
which the period between January 1, 1917, and the end of such taxable 
year bears to the whole of such taxable year is the amount upon which 
the tax is assessed. Income received by a corporation before the begin- 
ning of a taxable year ending in 1917 is not subject to the tax even though 
remaining undistributed six months after the end of such taxable year. 

(7) Time of determining amount of undistributed income subject to 
10 per cent tax—The amount of undistributed net income subject to 10 
per cent tax is to be determined as of a date six months after the end of 
the taxable year. Changes in the amount of such undistributed income 
after such date do not change the amount subject to 10 per cent tax. The 
commissioner of internal revenue has no authority to change the date as 
of which the amount of undistributed net income subject to 10 per cent 
tax is determined, either in the case of a taxable year ending before 
October 3, 1917, or of any other taxable year. 

(8) Undistributed income——The net income received by a corporation 
during its taxable year remains undistributed until it is distributed in the 
form of dividends, whether it is represented by liquid assets or otherwise. 
Income distributed in the form of dividends is subject to the provisions 
of section 31 (b) added to the act of September 8, 1916, by section 1211 
of the act of October 3, 1917, which provides in part as follows: 

Any distribution made to the shareholders or members of a corporation, 
joint-stock company or association, or insurance company, in the year 
nineteen hundred and seventeen, or subsequent tax years, shall be deemed 
to have been made from the most recently accumulated undivided profits or 
surplus. * * 

The burden is upon the corporation seeking to establish a distribution 
in the current year of profits of the preceding taxable year to show that 
all the earnings of the current year have been first distributed. In deter- 
mining the source of earnings from which a particular distribution is 
made a corporation is, however, permitted to treat the undivided profits 
and surplus of the current year as reduced by payments for income and 
excess-profits taxes, or if keeping its accounts on an accrual basis by 
proper reserves for such taxes, although such payments or reserves are not 
deductible in computing the income of the corporation for income and 
excess-profits taxes. (T. D. 2700. See also T. D. 2659 and T. D. 2678.) 

(9) “The business” of a corporation—“The business” of a corporation 
is not limited to the business which the corporation has previously carried 
on, but includes any line of business which the corporation may legiti- 
mately undertake. 
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When one corporation owns the stock of another corporation in the 
same or a related line of business and in effect operates the other corpora- 
tion, the business of the other corporation falling within the general scope 
of the powers of the first, that business may be in effect although not in 
legal form the business of the first corporation. Income of the first cor- 
poration may be put into the second through the purchase of stock or 
otherwise, and might, if the subsidiary relationship is established, constitute 
employment of the income in its own business. For such employment to 
fall within the exception it would be essential for the corporation to show 
the same facts with reference to the actual utilization of the funds so 
employed, or their retention for its reasonable requirements which it 
would be necessary for the corporation to show with reference to funds 
employed or retained directly by it. 

Investment by a corporation of income in securities of another cor- 
poration is not, without more, to be regarded as employment of the 
income in “the business.” The business of one corporation may not be 
regarded as including the business of another, within the meaning of that 
exception, unless the other corporation is a mere instrumentality of the 
first; to establish this it is ordinarily essential that the first corporation 
own all of the stock of the second. 

(10) Undistributed income “actually invested and employed in the 
business.’—The portion of undistributed net income which is “actually 
invested and employed in the business” is not subject to the 10 per cent 
tax. No attempt is here made to enumerate all the ways in which such 
undistributed income may be so invested and employed. Undistributed 
income is used or employed in the business if invested in increased inven- 
tories or additions to plant reasonably required by the business; if used 
for the payment of income and excess-profits taxes for the taxable year, 
provided the amounts so paid are designated upon the books of the corpor- 
ation as made from the income of such taxable year; if used to make good 
an impairment of capital when such income is by law required to be so 
used; or if used to retire the whole or any part of the capital stock of the 
corporation, but reserves set up for this purpose are neither invested and 
employed in the business, nor retained for employment in the reasonable 
requirements of the business. In the case of a banking institution the 
business of which is to receive and loan money, using capital, surplus, and 
deposits for this purpose, undistributed income actually represented by 
loans is invested and employed in the business. 

(11) Undistributed income “retained for employment in the reasonable 
requirements of the business.”—The portion of undistributed net income 
which is “retained for employment in the reasonable requirements of the 
business” is not subject to the 10 per cent tax. No attempt is here made 
to enumerate all the ways in which such undistributed income may be 
retained. Undistributed income is retained for employment in the reason- 
able requirements of the business if to a reasonable amount it is retained 
to make good an impairment of capital when such income is by law 
required to be so used; or in accordance with contract requirements placed 
to the credit of a sinking fund for the purpose of retiring bonds issued 
by the corporation; or retained for working capital required by the busi- 
ness. In the case of a banking institution, the business of which is to 
receive and loan money, using capital, surplus, and deposits for this pur- 
pose, such reasonable amounts of undistributed net income as are retained 
for future loans are not subject to the 10 per cent tax. 

(12) Undistributed income “invested in obligations of the United 
States issued after September first, nineteen hundred and seventeen.’— 
Undistributed net income “invested in obligations of the United States 
issued after September first, nineteen hundred and seventeen” is not 
subject to the 10 per cent tax. This is not true of obligations of the United 
States issued before September 1, 1917. 
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The restrictions as to the distribution of earnings of previous taxable 
years resulting from the presumption that all current distributions are 
from current earnings do not apply to the use of earnings for investments 
by corporations. There is in the statutes no limitation or restriction as to 
the source from which may be taken earnings used for this purpose. 
Amounts invested in obligations of the United States issued after Septem- 
ber 1, 1917, may thus be treated as made from such earnings as the corpor- 
ation may designate. (T. D. 2700.) 

(13) Income subject to 15 per cent tax.—If the secretary of the treas- 
ury ascertains and finds that any portion of the undistributed net income 
retained at any time for employment in the business is not so employed, or 
is not reasonably required in the business, it is subject to a tax of 15 per 
cent. The liability of undistributed net income to the 10 per cent tax depends 
upon the manner in which it is invested on the date six months after the 
end of the taxable year. However, the status of the income is not lost by 
the investment, but persists for the possible application of the 15 per cent 
tax. Amounts of undistributed net income not subject to the 10 per cent 
tax because of employment in the business, retention for such employ- 
ment or investment in certain obligations of the United States, become 
subject to the 15 per cent tax if retained after such investment, employ- 
ment, or retention for employment in the reasonable requirements of the 
business has ceased. 

(14) Penalty for nonpayment.—lf the tax assessed on undistributed net 
income is not paid within 10 days after the date of notice and demand 
therefor it shall be the duty of the collector to collect said tax with a 
penalty of 5 per cent additional upon the amount thereof and interest at 
the rate of 1 per cent a month. 

(15) Other penalties—In case of any failure to make and file a return 
within the time prescribed by law 50 per cent of the amount of the tax 
shall be added thereto, except that when a return is voluntarily and with- 
out notice from the collector filed after such time, and it is shown that the 
failure to file it was due to reasonable cause and not a wilful neglect no 
such addition shall be made to the tax. In case a false or fraudulent 
return is wilfully made 100 per cent of the amount of the tax shall be 
added thereto. Corporations, officers thereof, and other individuals 
required to make, render, sign, or verify returns of corporations shall 
be subject to the specific penalties provided by law for refusal or neglect 
to make such returns and for making false or fraudulent returns. 

(16) Extension of regulations No. 33, revised.—Regulations No. 33, 
revised, dated January 2, 1918, and all subsequent treasury decisions so 
far as they are applicable to the taxes imposed by subdivision (b) added 
to section 10 of the act of September 8, 1916, by section 1206 of the act 
of October 3, 1917, are hereby extended and made a part of this treasury 
decision in so far as they do not conflict with the rulings contained herein. 
Article 238 of said regulations No. 33, revised, is hereby revoked. 

(T. D. 2737, June 19, 1918.) 
Income tax. 


Co-operative merchandizing organizations are subject to the provisions 
of the act of September 8, 1916, as amended by the act of October 3, 1917. 
Periodical refunds made to purchasers are to be regarded as discounts, 
reducing the organization’s net income. The recipient need not return 
them as income, but should treat sums so received as rebates, reducing 
the cost to him of the purchases on which the refund is based. 

Co-operative societies, associations, or corporations which make a 
periodical refund—sometimes called a dividend—to members or to pros- 
pective members or to patrons generally, in proportion to the purchases 
made by the recipient, are not within any of the exceptions or exemptions 
of the act of September 8, 1916, as amended by the act of October 3, 
1917, and are subject to its provisions. 
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Where such refund payments are made in accordance with by-laws or 
published rules regularly adhered to, they are to be regarded as discounts 
or rebates, tending to reduce the taxable net income of the organization. 
Like discounts generally, they should appear as an added item of cost in 
the detailed schedule of cost items submitted with the organization’s return 
of income. 

This ruling is in accordance with settled practice in the administration 
of the income-tax laws, adopted because the real purpose of such organi- 
zations is to furnish goods at cost. 

So-called “dividends” of this character are wholly different from ordi- 
nary dividends based on stock holdings, and they need not be listed as 
income by the recipient. However, if the recipient is claiming the right 
to deduct as business expenses any expenditure on which the refund is 
based in whole or in part the sum claimed as a deduction must be reduced 
in proportion to the refund received. 


(T. D. 2740, June 24, 1918.) 
Corporation excise tax and income taxes. 


Digest of recent decisions of the Supreme Court of the United States. 

The following propositions of law, stated for the information and 
guidance of internal-revenue officers and others concerned, are expressed 
or implied in the recent decisions of the supreme court of the United States 
in United States v. Biwabik Mining Co. (T. D. 2721), Goldfield Consoli- 
cote d Mines Co. v. Scott (T. D. 2722), Doyle v. Mitchell Bros. Co., (T. D. 

2723), Hays v. Gauley Mountain Coal Co. (T. D. 2724), United States v. 
Cleveland, Cincinnati, Chicago & St. Louis Railway Co. (T. D. 2725), 
William E. Peck & Co. Unc.) v. Lowe (T. D. 2726) Lynch v. Turrish 
(T. D. 2729), Southern Pacific Co. v. Lowe (T. D. 2730), Lynch v. Hornby 
(T. D. 2731), and Peabody v. Eisner (T. D. 2732): 

(1) In the determination of net income the excise-tax act of August 
5, 1909, permitted the deduction from gross income of “a reasonable allow- 
ance for depreciation of property, if any;” the income-tax act of October 
3, 1913, permitted “a reasonable allowance for the exhaustion, wear, and 
tear of property arising out of ” use or employment in the business, not 
to exceed, in the case of mines, 5 per cent of the gross value at the mine 
of the output for the year for which the computation is made ; ” and the 
income-tax act of September 8, 1916, as amended, permits “in the case of 
mines a reasonable allowance for depletion thereof not to exceed the 
market value in the mine of the product thereof which has been mined and 
sold during the year for which the return and computation are made.” 

(a) As mining leases are not conveyances of the ore in place, but 
are grants of the privilege of entering upon the premises and mining 
and removing the ore, under none of the acts of 1909, 1913, or 1916, may 
a lessee of mining property deduct as so much depletion of capital assets 
the proportionate value in place on January 1, 1909, or any other date, of 
each ton of ore mined during the taxable year. See T. D. 1606 (75); 
article 145 of regulations No. 33; and articles 8, 171, and 172 of regulations 
No. 33, revised. United States v. Biwabik Mining Co. See Von Baumbach 
v. Sargent Land Co. (242 U. S. 503). 

(b) Under the act of 1909 a mining corporation owning its mine is not 
entitled to a deduction from its gross income of any amount whatever on 
account of depletion or exhaustion of the ore bodies caused by its opera- 
tions for the year for which the tax is assessed, nor to a deduction against 
the gross proceeds from the mining and treatment of ores to the extent 
of the cost value of the ore in the ground before it was mined. T. D. 1675 
(80-89) and T. D. 1742 (96-105) are modified accordingly. In view of 
their different provisions this rule is inapplicable to situations arising 
under the acts of 1913 and 1916. See articles 141 and 142 of regulations 
No. 33, and articles 8, 171, and 172 of regulations No. 33, revised. Gold- 
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field Consolidated Mines Co. v. Scott. See Stratton’s Independence v. 
Howbert (231 U. S., 399) ; Stanton v. Baltic Mining Co. (240 U.S., 103). 


(2) The excise-tax act of August 5, 1909, measured the tax by the 
net income of a corporation “received” by it from all sources during the 
taxable year; the income-tax act of October 3, 1913, imposed the tax upon 
the net income “arising or accruing” from all sources during the taxable 
year; and the income-tax act of September 8, 1916, as amended, upon the 
net income “received” from all sources during the taxable year. 


(a) Where property is acquired by a corporation and subsequently 
sold for a higher price, under all three acts the gain on the sale is income 
to the corporation. If, however, the property was acquired before January 
1, 1909, only such portion of the gain as accrued subsequent to December 
31, 1908, was taxable under the act of 1909, and if it was acquired before 
March 1, 1913, only such portion of the gain as accrued subsequent to 
February 28, 1913, was taxable under the act of 1913, or is taxable under 
the act of 1916. See regulations No. 31, T. D. 1606 (40, 50, 76), T. D. 
1675 (37, 48, 75), T. D. 1742 (43, 55, 91), and articles 88, 101, and 116 of 
regulations No. 33, revised. Doyle v. Mitchell Bros. Co.; Hays v. Gauley 
Mountain Coal Co.; United States v. Cleveland, Cincinnati, Chicago & St. 
Louis Railway Co. 

(b) In order to determine whether there has been gain or loss on a 
sale, and the amount of the gain, if any, in general under all three acts, 
an amount must be withdrawn from the gross proceeds sufficient to restore 
the cost of the property or the capital value that existed at the commence- 
ment of the period under consideration (either Jan. 1, 1909, or Mar. 1, 
1913). Interest should not be added to the purchase price in order to 
ascertain the cost of the property. In apportioning the profits derived 
from a disposition of property acquired before and sold after January 1, 
1909, for the purpose of the act of 1909, or acquired before and sold after 
March 1, 1913, for the purpose of the act of 1913, the division may be 
pro rata according to the time elapsed or may be based on an appraisal or 
inventory taken as of December 31, 1908, or February 28, 1913. This is a 
matter of detail, to be settled according to the best evidence obtainable and 
in accordance with valid departmental regulations. For the purpose of the 
act of 1916, however, the fair market price or value as of March 1, 1913, to 
be ascertained in any practicable manner, is the statutory basis for deter- 
mining the amount of gain on a sale of property acquired before that date. 
See regulations No. 31, T. D. 1578, T. D. 1588, T. D. 1606 (37, 71), T. D. 
1675, (36, 55, 69), T. D. 1742 (42, 62, 86), articles 4, 90, 91, 92, 93, 101, 109, 
111, 112, and 116 of regulations No. 33, revised, and T. D. 2649. Doyle v. 
Mitchell Bros. Co., Havs v. Gauley Mountain Coal Co., United States v. 
Cleveland, Cincinnati, Chicago & St. Louis Railway Co. 

(c) The act of 1913 is valid and constitutional in taxing net income 
derived from sales in foreign commerce. The same principle applies to the 
acts of 1909 and 1916. William E. Peck & Co. (Inc.), v. Lowe. 

(d) Where a stockholder in a corporation receives as a liquidation 
dividend, representing his share in the distribution of the proceeds of the 
sale of the property of the corporation upon dissolution, a sum greater 
than the cost of his stock, under the acts of both 1913 and 1916 the gain is 
income to the stockholder. If, however, he acquired the stock before 
March 1, 1913, only such portion of the gain as accrued subsequent to 
February 28, 1913, was taxable under the act of 1913, or is taxable under 
the act of 1916. Compare the case of a dividend in ordinary course in 
paragraph (f) below. See the citations in paragraphs (a) and (b) above. 
Lynch v. Turrish. 

(e) Where a corporation owns all the stock and operates under a lease 
all the property and business of another corporation, acting as banker for 
it, and the two corporations being in substance identical and merged for all 
practical purposes, under the acts of both 1913 and 1916 surplus of the 
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lessor corporation accrues as income to the lessee corporation as and when 
accumulated by the lessor corporation, notwithstanding the formal dis- 
tribution of such surplus in dividends to the lessee corporation may not 
occur during the taxable year. This special situation forms an exception 
to the general rule stated in paragraph (f) below. See articles 125, 207, 
and 208 of regulations No. 33, soul Southern Pacific Co. v. Lowe. 

(f) Where a stockholder of a corporation receives dividends paid in 
the ordinary course of business, even though extraordinary in amount, 
under the acts of both 1913 and 1916 such dividends are income in the 
year in which they are received by the stockholder. If paid out of surplus 
accrued to the corporation prior to March 1, 1913, they were subject to tax 
under the act of 1913, although expressly exempt from tax under the act 
of 1916. A dividend paid by a going corporation out of current earnings 
or accumulated surplus when declared by the directors in their discretion, 
being in the nature of a recurrent return upon the stock, is distinguish- 
able from a so-called dividend in liquidation of the entire assets and busi- 
ness of the corporation, which is a return to the stockholder of the value of 
his stock upon the surrender of his entire interest in the corporation. 
Compare the case of a liquidation dividend in paragraph (d) above. See 
articles 105, 106, and 107 of regulations No. 33, revised, T. D. 2659, and 
T. D. 2678. Lynch v. Hornby and Peabody v. Eisner. 

(g) A dividend in ordinary course paid on stock of a corporation in 
property or stock other than its own is income to the stockholders to the 
amount of its cash value when received under the acts of both 1913 and 
1916. A dividend paid in stock of another corporation is not a stock 
dividend. See articles 4 and 106 of regulations No. 33, revised. Peabody 
v. Eisner. Compare Towne v. Eisner (245 U. S., 418). 


(T. D. 2744, July 3, 1918) 
Income and excess-profits taxes. 


Returns made upon the basis of “cost or market value, whichever is lower” 
to be accepted.—T. D. 2609, as supplemented by T. D. 2649, affirmed. 


To collectors of internal revenue, revenue agents, and others concerned: 

As question had arisen as to the legality of the authorization by T. D. 
2609 of returns for income and excess-profits tax purposes upon the basis 
of inventories taken “at cost or market value, whichever is lower,” the 
matter was referred to the attorney general. (See T. D. 2649.) The at- 
torney general has advised, upon the basis of a recent decision of the 
Supreme Court (Doyle v. Mitchell Bros., decided May 20 last), that the 
methods of taking inventories authorized by T. D. 2609 are permissible. 
That decision, supplemented by the last paragraph of T. D. 2649, defining 
“a dealer in securities,” therefore, continues to stand as a regulation of 
the department. 
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Epitep By SEYMouR WALTON, C.P.A. 
(Assistep BY H. A. Finney, C.P.A.) 


INSTITUTION EXAMINATION, MAY, 1918 


In regard to the following attempt to present the correct solutions to 
the questions asked in the examination held by the American Institute of 
Accountants in May, 1918, the reader is cautioned against accepting the 
solutions as official. They have not been seen by the examiners—still less 
endorsed by them. 

AUDITING 
Question 1. What would you consider satisfactory evidence of the 
eorrectness and propriety of expenditures of the following classes: 
Wages paid 
Land purchased 
Commission paid to bankers for sale of bonds 
Salary of president 
Expenses of president 
Pensions paid to ex-employes 
Directors’ remuneration? 

Answer to question 1. Wages should be evidenced by payrolls that 
have been properly approved and bear the written signature of timekeepers 
certifying to the time put in by each operative, whether the time is taken 
directly by them or recorded on time-clocks, the superintendent or other 
officer certifying to the rate of pay, unless the timekeepers are able to do 
this, a responsible office clerk who certifies to the correctness of the exten- 
sions, two similar clerks or cashiers who certify that the correct amount 
was placed in each envelope, and the foremen of the different departments 
certifying that the right men received the envelopes. 

I do not see that the auditor could pass on the propriety of the wages 
paid, unless the amount was quite out of proportion to the results obtained 
in the way of output. 

The purchase of land should be authorized by a vote of the directors 
or stockholders, as shown by the minutes. The amount paid would be 
shown by the receipt for the money. The evidence of title and the amount 
of any mortgage given in part payment should be verified from the county 
records, a mere deed not being sufficient. 

Commission paid to bankers for sale of bonds would be evidenced by 
the receipt given by the bankers. 

The salary of the president must be authorized by a vote of the direc- 
tors recorded on the minutes. This record should be signed by the vice- 
president, better still by all the directors. The correctness of the actual 
expenditures will be evidenced by the receipt of the president or the entry 
crediting his personal account. 

Expenses of the president would be evidenced by his own voucher. It 
is not customary to require detailed expense accounts from high officers 
of a company. 
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Pensions paid to ex-employes would be evidenced by their receipts. 

Directors’ remuneration should be authorized by a vote of the board. 
The correctness would then be shown by the number of directors present 
at each meeting as recorded in the minute book. 

As in the case of the wages paid, it does not seem part of the duty of 
an auditor to pass on the propriety of these expenditures as long as there 
is no reason to suspect fraudulent manipulation. The judgment of the 
directors is supposed to be final in regard to the value of the land pur- 
chased and the necessity of paying a commission for the sale of bonds, 
and they certainly are the supreme authority for the amount of the presi- 
dent’s salary and of the expenses incurred by him, as well as of their 
own remuneration. Pensions paid to employes would also be authorized 
by them, unless there existed a regular pension system which would govern 
them. If the auditor finds the proper authority for these expenditures, 
his duty is done. He is not supposed to criticize their wisdom, unless 
specially asked to do so. 

Question 2. Give either the classification of notes and accounts receiv- 


able suggested in the Federal Reserve Bulletin for April, 1917, for use in 
audited statements for credit purposes, or an alternative classification. 


Answer to question 2. The Federal Reserve Bulletin for April, 1917, 
suggests the following classification: 


Notes and accounts receivable: 


Notes receivable of customers on hand (not past due) xx 
Notes receivable discounted or sold with indorsement or . 

guaranty xx 
Accounts receivable, customers (not past due) xx 
Notes receivable, customers, past due (cash value $....) xx 
Accounts receivable, customers past due (cash value $....) xx 
xx 

Less provisions for bad debts xx 
Provisions for discounts, freight, allowances, etc. xx xx 
Total xx 


The above are given under the title of notes and accounts receivable 
on the asset side of the balance-sheet. Under the heading of securities 
on the asset side are listed: 

Notes given by officers, stockholders or employes 
Accounts due from officers, stockholders or employes 
On the liability side under the heading of secured liabilities are given: 
Notes receivable discounted or sold with indorsement 
or guaranty (contra) Rx 
Customers accounts discounted or assigned (contra) xx 

Question 3. How is the position of an auditor affected if the system 

of the concern under audit is defective: 


(a) As to internal check 
(b) As to cost methods? 
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Answer to question 3. (a) When the system of internal check is 
properly elaborated, the auditor can depend on it to a very large extent 
for the correctness of a considerable portion of the figures he is exam- 
ining, contenting himself with a few tests sufficient to convince him that 
the system is being properly carried out. If the system or its application 
is defective the auditor must be much more particular in obtaining proof 
of the correctness of the items, such as the record of incoming cash, of 
returned sales and of allowances. His ingenuity may be taxed to obtain 
the proper proof, but he can almost always find a way to do it. The rela- 
tion of different items of cost to output is one of the most important aids. 
For instance, the virtual doubling of lumber cost to produce in one year 
practically the same amount of finished goods that was turned out the 
previous year led to the discovery that, owing to the absence of any check 
on the receipt of goods into the factory, the lumber buyer and a clerk in 
a lumber concern had collected for a large amount of lumber that had 
never been received. 

(b) The absence of proper cost methods prevents the auditor from 
giving anything in the way of comparisons of detailed costs from year to 
year. The principal effect of inaccurate costs is that the value of goods 
in process is difficult to fix and consequently the inventory of such goods 
is usually not much better than an estimate. This will also affect the 
inventory of finished goods, since their cost is found by deducting the cost 
of the goods in process from the total manufacturing cost. 


Question 4. In the machinery account of a company under audit, you 
find the following among other items: 


Dr. r. 
Purchase of two machines, Sale of old machine, type A 
type A, including freight $8,000 (less cost of removal and 
Cost of removing a disused freight) 


$1,264 
machine, type B, to make Sale of old machine, type B_ 1,470 
room for new machine 160 
Cost of installation of two 
new machines 
Alterations to four type C 
machines, necessitated by 
change in product 640 
Cost of moving two machines 
from building A to build- 
ing B to permit of more 
economical operation, in- 
cluding reinstallation 270 


The balance on machinery depreciation account shows an increase for 
the year of the amount provided out of income, which is computed at the 
rate of 4 per cent. on the balance of machinery account at the commence- 
ment of the year. The method of keeping the machinery and machinery 
depreciation accounts has been in force from the commencement of opera- 
tions. Draft your comments as auditor of these accounts, assuming that 
no items other than those above mentioned call for any comments. 

Answer to question 4. The purchase price, the freight, the cost of 
moving an old machine to make way for a new one and the cost of install- 
ing the two new machines are proper charges to machinery account. 
Alterations to machines made necessary by change in product and the cost 
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of moving machines to permit of more economical operation are not 
legitimate charges to the account. As they are intended to benefit the 
future, it is not necessary to charge them all off as extraneous expenses 
of the current year. They may be carried as a deferred charge to be 
charged off in the next few years. They must not be considered manu- 
facturing costs of the current year. 

The credits are correct as far as they go. There should, however, be 
a further credit of whatever proportion of the depreciation reserve is 
applicable to these particular machines, offset by a debit to depreciation 
reserve account. The credits should then be brought up to the amount 
of the original cost of the machines by a charge to surplus. If the credits 
from cash and reserve total more than the original cost, the adjustment 
would be made by a credit to surplus. 

Unless the machinery is peculiar, 4 per cent. is altogether too small a 
rate for depreciation, and the auditor should so state in his report. 


Question 5. Prepare a programme for an annual audit of the accounts 
of a trust estate. (It is not necessary to deal with special transactions 
such as occur in connection with the original creation of a trust). 


Answer to question 5. It is first necessary that the auditor should 
acquaint himself with all the provisions governing the trust, as one of his 
principal duties is to see that the trustee carries them out. 

He should start with the schedule of assets as contained in the original 
inventory, if this is a first audit, otherwise as shown by the report of the 
last previous audit. If any of these assets have been disposed of, he 
should require evidence of the prices obtained, such as statements from 
reputable brokers. If any new securities have been purchased he should 
require the same evidence as to prices. In the case of listed securities he 
should also examine the records in financial papers to see that the prices 
realized or paid were in accordance with the quotations at the respective 
dates. If either the deed of trust or the law of the state limits the char- 
acter of trust investments, he should see that securities bought comply 
with the requirements. At the end he should verify the existence of the 
assets by actual inspection of securities and by consulting county records 
in case any real estate is included. All asséts, including the bank account, 
should be in the name of the trust. 

The income of the trust should be verified in detail. The interest bear- 
ing securities will themselves disclose the amount of the income that should 
be received. Dividends on all listed and many unlisted stocks are recorded 
in financial journals. If not, the information must be obtained by cor- 
respondence with the secretaries of the companies. Rentals of real estate 
are extremely difficult to verify unless all the pieces are rented all the 
time. Trustees have been known to report property as vacant when they 
were really receiving rent for it. This could be detected only by judicious 
inquiry in the neighborhood. 

The auditor should require the production of vouchers for all pay- 
ments. Particular attention should be paid to the amount of commission 
retained by the trustee and the rate on which it is based, which should, of 
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course, be that authorized by the deed of trust or the law. If the trust 
is under the supervision of a court, all expenses and other important 
transactions should be authorized by it. 

If the trust involves a life-tenant and a remainderman, great care 
must be exercised to keep the income distinct from the principal. Pre- 
miums and discounts on securities bought should in such a case be amor- 
tized in order to determine the true income. 


Question 6. Draft a form of audit certificate to accompany a balance- 
sheet which is to be published in the annual report of a corporation. 


Answer to question 6. A certificate may be very terse, as, 

“We have audited the accounts of the Blank Company for the year (or 
number of years) ending December 31, 1917, and 

“We certify that the accompanying balance-sheet is in our opinion a 
fair and correct statement of the financial condition of the company on 
December 31, 1917. 

“John Doe & Co., C.P.A., 
“Members of the American Institute of Accountants.” 


Or it may go more into particulars, stating in addition to the above, 

“We verified the cash, the inventories of supplies and materials, of partly 
finished and of finished product and the other current assets. The inven- 
tories are priced at cost or market value, whichever is the lower. Guided 
by the previous history of the business, we are of the opinion that ample 
reserves have been set up against losses from bad debts. 

“All charges to fixed asset accounts were found to represent real addi- 
tions to the property. The reserves for depreciation are in our opinion 
ample.” 


Question 7. State two methods which have been used to conceal thefts 
of cash and also procedure in an audit which would disclose such irregu- 
larities if they should exist. 


Answer to question 7. In an actual case there was in use a combined 
journal-cashbook. Among the debit columns was one for cash received and 
another for return premiums allowed. It was in a large insurance agency 
and there was no internal check on return premiums. All the entries in 
both columns were correct, but each month except the two summer vaca- 
tion months a single page was under-added several hundred dollars in the 
cash column and correspondingly over-added in the return premium 
column. This went on for nine years without being detected, and would 
probably have continued if there had not been a change of general man- 
agers. An audit was then made by accountants who believe in adding 
every page of a cashbook. As the audit was for only one year and there 
were only ten pages wrong in the year, it might easily have been possible 
to miss all the erroneous pages if tests of the addition had been relied upon. 
Nothing but a thorough addition of all the pages would have discovered 
the fraud. 
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In another actual case the bookkeeper of a coal company manipulated the 
freight account. Coal is sold f.o.b. destination, but the freight is not pre- 
paid. It is paid by the customer and charged to the coal company as part 
payment for the coal. Instead of crediting the various customers with the 
freight at once, the bookkeeper allowed two or three months to elapse and 
then made lump sum entries with no details. Suspecting fraud from the 
size of the freight account, the auditor calculated the proper freight from 
the tonnage shown by the sales record and found that the charge to freight 
was more than $7,500 in excess of the correct amount, the cash receipts 
being correspondingly diminished by abstraction. Incidentally the auditor 
ascertained the proper rates of freight for the different customers by an 
examination of the correspondence with the railroad company in which 
complaints were made of overcharges and the correct rates were stated. 
In this way no inquiries were addressed to outside parties which would 
have aroused suspicions. 


Question 8. What is the extent of an auditor’s responsibility in respect 
to the classification of assets and liabilities in a balance-sheet which he 
certifies ? 

Answer to question 8. The purpose of a balance-sheet is to exhibit 
the real financial condition of a business. One of the most important 
points to be covered is the relation between fixed assets and liabilities and 
the resultant active capital available for conducting the business. The 
responsibility of the auditor for the classification of the assets and liabili- 
ties arises from the false impression that may be given of the financial con- 
dition if wrong classification results in either a better or a worse statement 
than is correct. For instance, classifying a long time mortgage note for 
a large amount as a floating or current asset or liability, as the case might 
be, would result in a statement showing in one case larger quickly avail- 
able assets and in the other larger immediate liabilities than the facts 


would justify. 


Question 9. Outline the work which should be done in connection with 
notes and bills payable in an audit for credit purposes of a merchandising 
company. 

Answer to question 9. The detection of notes payable outstanding 
which have not been entered on the books is one of the most difficult tasks 
of the auditor. If the notes or accepted bills have been given for open 
accounts payable, little real harm is done by not recording the transactions, 
since the form but not the amount of the indebtedness is changed. It is a 
much more serious matter when large notes made by a corporation are 
discounted secretly and the proceeds placed to the individual credit of 
officers of the company as cash deposits by them. Any such large deposits 
by officers should be inquired into and, as Montgomery says, each officer 
should be asked “Where did you get it?” If he will not answer, the 
auditor should call attention in his report to the fact that certain officers 
have very large credit balances. He should also separate them in the 
balance-sheet from the ordinary accounts payable and show them specifi- 
cally as due by officers. 
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If such unrecorded notes are outstanding their existence may be 
detected by payments of interest that are not applicable to any recorded 
notes. But if the payment is made by one of the officers personally and 
he is reimbursed by a credit for traveling or other special expenses, the 
auditor would find no record of the interest. If there is no such record 
nor any other suspicious circumstance, the auditor cannot be blamed if he 
does not discover the unrecorded notes. He should, however, put the 
principal officers on record, in writing if possible, to the effect that all 
liabilities are disclosed. 

In his report the auditor should classify the notes outstanding as, 


(1) Notes issued for merchandise (or trade acceptances, if any), 
(2) Notes held by banks in which accounts are kept, 

(3) Notes held by private individual friends, 

(4) Notes held by officers and stockholders, 

(5) Notes sold through brokers. 


It is also advisable to state how many notes are on demand, how many 
are secured by collateral and how many are unsecured. 


Question 10. How would you proceed if the accounts of a corpora- 
tion which you were auditing were in your judgment incorrect and you 
were unable to induce the officers to make the changes you deemed impera- 
tively called for 

(a) If you had been elected as auditor by stockholders, 

(b) If you had been appointed by the directors, 

(c) If you had been instructed by the president on the request of the 

company’s bankers or note-brokers? 


Answer to question 10. In any event I would make my report in 
accordance with my view of the facts. As it is not an unheard-of thing 
to have an auditor’s report unbound and one or more pages replaced by 
others more favorable to the ideas of the officers, I would earmark each 
page of my report by signing it, unless I used only paper that was water- 
marked with my name. 

(a) If elected by the stockholders, I would send my report to the 
chairman of the auditing committee, or other proper person, and 
would notify the rest of the committee or some prominent stockholders 
that I had done so, and would also inform them that they could see a 
copy of the complete report at my office. This is because the chairman 
of the committee may take sides with the officers and may not submit the 
entire report to the stockholders. 

(b) If appointed by the board of directors I would send my report to 
the chairman of the finance committee and would also notify the other 
directors that I had done so and that they could see a copy of the report 
at my office. 

(c) I would merely send my report to the president, unless the circum- 
stances were such that the bank or broker could be considered as a co- 
client, in which case I would send a copy of the report to them. 
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Bonp Discount 


Editor, Students’ Department: 
Would you kindly favor me with advice on thes following question: 


A trustee purchases $100,000 five-year 4 per cent. bonds for $96,480 to 
yield 4.80 per cent. At maturity the bonds are paid at their face value. 
Should the difference between the cost price, i.e., $96,480, and $100,000, 
the face value, be credited to the principal or income of the estate? 
Would your answer be any different if this information was to be used 
for the purpose of an income tax return or a fiduciary accounting? 

Yours very truly, 


B. F. Hocan. 
Brooklyn, New York. 


The discount on the bonds is interest received in advance and is all 
income, but must be spread over the five years—that is, it must be 
amortized. 

As the bonds are to yield 4.80 per cent., the interest must be calculated 
at that rate on the amount invested. As that will amount to more than 
the coupon collected, the difference must be added to the carrying value 
of the bonds to form a new basis for the calculation of interest. The 
process is as follows, the coupons being, of course, semi-annual. 


Credit interest Coupon collected Principal 
Cost 96,480.00 
96,480 at 2.4% 2,315.52 2,000.00 . 315.52 
New principal 96,795.52 
96,795.52 at 2.4% 2,323.09 2,000.00 323.09 
New principal 97,118.61 


and so on for eight more half-years, when the principal should become 
$100,000.00. As the additions to the carrying value have been advanced 
by the principal or corpus of the estate, the whole $100,000.00 would 
belong to the principal when collected. In the meantime the income would 
be as shown by the credit to interest. 


This is the proper procedure in any circumstances, but I understand 
that the government claims that the whole discount is earned when the 
bonds are purchased. It hardly seems possible that such a claim could 
be enforced. 


DEPRECIATION ON CIRCULATING CONTAINERS 


Editor, Students’ Department: 

What do you consider the correct way to handle depreciation on the 
following materials used in the milk business—cans, cases and bottles? 

A large milk can lasts about ten years as far as the wear and tear 
goes. A great many of them are lost, being scattered all over the several 
states where we do business. It is impossible to get even an approximate 
inventory of the cans on hand. A large number of them are in the hands 
of the farmers and others are in transit. If I charge the cost to the asset 
account, crediting depreciation at a certain rate to a reserve account, I 
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will eventually be charging off depreciation on the cost of cans which 
have actually been lost and gone out of service. 

Cases last approximately five or six years and quite a number of the. : 
are also lost among the trade. 

Bottles last about fourteen fillings on an average. We can charge off 
an estimated amount of bottles used, crediting this figure to the asset 
account, keeping no reserve account. 

Is it proper to consider interest on money borrowed to buy cream that 
is put into storage as part of the cost of the cream, adding it to the 
inventory cost of the cream, until it comes out of storage and is put into 
use? 

Yours very truly, 
Boston, Massachusetts. R. A. 


The treatment of the cans would depend on whether or not you are 
supposed to hold the farmers responsible for the cans furnished to them. 
If so, the proper way to do is to keep a can account with each farmer, 
charging him with those sent him and crediting him with those he returns. 
This account is kept in quantities, not in money, and can be carried in 
an inside column on the farmer’s account. 

If the cans are not chargeable to the farmers, you should charge off 
the usual depreciation, crediting reserve for depreciation, and in addition 
should charge off an estimated amount lost, crediting the asset account 
of cans. Unless the business is increasing, the same result would follow 
if you charge new cans bought to replace those lost to can expense instead 
of to the asset account. The same thing would apply to cases. The asset 
account should be valued at whatever the average of cans or cases neces- 
sary for the business would be worth according to your best estimate. 

The asset account of bottles should be carried at the estimated value 
of the normal supply necessary to run the business, all new bottles being 
charged to expense. 

Opinions are divided as to the interest on the cream stored. Some 
things (whiskey, for instance) increase in value by age, but cream does 
not. Personally, I should consider cost of storage, including interest, a 
general expense, but you would have good authority for adding it to the 
inventory value of cream, if you wish to do so. 


DiscouNT ON Bonps REDEEMED WITH STOCK 
Editor, Students’ Department: 


I have just encountered a problem the solution of which is not just 
clear to me and would like to have you advise me the correct method of 
handling it. Following are the transactions as they occurred: 

On November 1, 1916, a corporation sold its bonds, full issue, at a 
discount of $162,500, the par value being $1,750,000. On November 1, 
1917, they called in and cancelled $50,000 of these bonds, paying par value 
for them. On the same date they issued preferred stock par value 
$1,700,000 and exchanged it for the balance of the bonds then outstanding, 
the par value of the preferred stock issued being the same amount as par 
value of the bonds that were outstanding and exchanged for the stock. 

Will you please advise me how to handle these transactions from begin- 
ning to end? The point I am particularly doubtful about is the proper 
disposition of the discount of the bonds. 

Very truly yours, 
H. B. L. 
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When the bonds were sold the entry should have been: 


Cash 1,587,500.00 
Discount on bond 162,500.00 
Bonds 1,750,000.00 


At the end of the first year there should have been charged to bond 
interest and credited to discount on bonds an amount determined by the 
amortization of the discount over the life of the bonds. As you do not 
give the maturity of the bonds, this amount is not ascertainable. There- 
fore we must deal only with the $50,000.00 redeemed. As this is 1/35 of 
the whole issue, that proportion of the discount should be written off, say 
$4,650.00, reducing the balance of discount on bonds to $157,850.00. 

The issue of the preferred stock must be treated as if it had been made 
originally at a discount of $157,850.00. The fact that the bond transaction 
intervened does not change the condition, which is that, in the last 
analysis, the preferred stock was sold at a discount. The entry would be 


Discount on preferred stock 157,850.00 
Discount on bonds 157,850.00 


As preferred stock does not mature at a given date, no rule can be 
given for writing off the discount. The question will have to be left to 
the discretion of the directors. 


SELLING ONE CoMPANY TO ANOTHER 


Editor, Students’ Department: 

The O. H. Coal and Land Co., chartered under the laws of the state 
of Pennsylvania, is now owned by H. R. G., president, who has purchased 
all the shares of stock of the stockholders, but the old officers and the 
directors of the company are yet in office. The company has not operated 
for the past fifteen years. Mr. G. desires to transfer the property to the 
T. Limestone Company of Pennsylvania, of which he is president and 
sole owner. 

Would you please advise the steps necessary for the T. Limestone 
Company to get possession of the O. H. Coal and Land Co., and to dissolve 
the O. H. Coal and Land Company and surrender the charter? Would 
it be necessary for the old officers and directors of the O. H. Coal and 
Land Company to hold a meeting regarding the transfer, or could it be 
transacted without a meeting? Do you consider it a good plan to 
exchange shares of the T. Limestone Company for the shares of the 
O. H. Coal and Land Company, and would it be necessary to have a meet- 
ing of the officers in order to do this? Your kind attention would greatly 
oblige, Yours very truly, 

H. T. W. 


Kittanning, Pennsylvania. 


The T. Company can acquire the property of the O. H. Company by 
buying all the stock of the latter from Mr. G., paying him an agreed price 
in cash or in stock of the T. Co. 

Or the T. Co. can buy the assets of the O. H. Co., paying as above. 
O. H. will then take the necessary legal steps to dissolve itself and pay 
off its sole stockholder by giving him the assets in liquidation of the 
capital stock. 
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In one case the O. H. Co. remains in existence with all its stock held 
by the T. Co.; in the other case O. H. is liquidated and goes out of 
existence. 

All the steps in this latter case must be duly authorized by votes of 
directors or stockholders in conformity with the laws of the state in which 
the company is incorporated. It is better to have the advice of a lawyer 
in regard to these steps. 

The sale of the stock of the O. H. Co. is an individual action by Mr. 
G., its owner, and does not require any action by the O. H. directors. 
If the T. Co. itself buys the stock the purchase should be authorized by 
a meeting of stockholders. 

The parties in interest are the ones to decide which plan they would 
prefer, knowing all the circumstances. 


INCREASED VALUE OF FIXED ASSETS 


Editor, Students’ Department: 


The company with which I am now employed as bookkeeper has 
recently had an appraisal made of its properties which shows a figure in 
excess of valuation set up on the books of something like $60,000, which 
is due mostly to advanced prices in all acid plant equipment. 

Being one of your readers, and as it has fallen to my lot to spread 
new figures over books, I beg to ask of you the correct method of hand- 
ling this excess figure. Have asked several parties around town here 
and there seem to be different opinions as to whether the excess should 
be placed to surplus or to reserve for depreciation. I am of the opinion 
that it should go to the latter account, due to the fact that after the 
present unusual conditions prices will get back to normal or near original 
purchase prices paid at time of construction. 

Yours truly, 
A. GF 


In no circumstances should surplus be credited with an increase in 
value of any fixed assets caused by the rise in their market value. No 
profit has been or will be made by such increase unless the assets are 
sold. 

It is better to leave the valuations at their original figures, using the 
new appraisals only in case an adjustment of a fire loss becomes neces- 
sary. However, if it is desired to show an improved financial condition 
by increasing the value of the fixed assets, a reserve should be set up 
equal to the increase. If this is done by adding to the reserve for depre- 
ciation, the same effect will be produced, but this addition to the reserve 
should be made as an extra credit and not be allowed to interfere with 
the regular annual charge for depreciation, which should be continued 
at the same figure as would have been the case if no appraisal had been 
made. That is, the increase in the reserve should not take the place of 
all depreciation for the future until the increase is taken up. 


PARTNERSHIP INSURANCE 
Editor, Students’ Department: 


Will you kindly answer the following question in your next issue of 
THE JOURNAL OF ACCOUNTANCY? 
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A corporation of two members takes out endowment insurance of 
$25,000 each, payable to the corporation. For instance, the first premium 
is $1,600 and there is no return on that insurance for three years, when 
the policy is worth $2,700 paid up or a loan of $1,500, and each year 
increases. 

Kindly show journal entries and ledger account of how this should 


be handled. Yours truly, 
D. I. M. 


A partnership life insurance policy is supposed to be kept up until it 
becomes a claim by death or maturity. Therefore, although it has no 
surrender value until the third year, it is reasonable to consider that it 
acquires one-third of its first surrender value each year. Under that 
view the entry would be: 


Life insurance policy 500.00 
Life insurance expense 1,100.00 
Cash 1,600.00 


At each payment after the third the entry would be to charge life 
insurance policy with the increase in cash surrender value consequent on 
the payment, and life insurance expense with the balance of the payment. 

There is no question about the policy being a valid asset for its cash 
surrender value. It would be classified as an investment in the balance- 
sheet. 

PrIvATE LEDGER 


Editor, Students’ Department: 

I have been an interested reader of THE JouRNAL oF ACCOUNTANCY 
for about a year and I am not sure that I am entitled to ask any ques- 
tions; however, I venture to ask you for some information either through 
your edition or a reply to this letter. I am interested to know more 
about keeping a private set of books belonging to a large corporation. We 
are planning on keeping the controlling accousts pertaining to the com- 
pany’s affairs, which should not be public properiy to the office in general, 
in a private ledger, and I would like to know about your system of getting 
these accounts transferred to the private ledger. 

Also I am interested to get any information I may on a simple way 
of handling private individuals’ accounts. This should be in such form 
as to enable one person (a confidential secretary) to handle the private 
books of the corporation as well as the individual accounts of the officers 


of the corporation. 
Yours very truly, 
mp. Xt FT. 


There are several ways in which to carry a private ledger. In all of 
them a ledger is provided with a lock, the keys to which are in the hands 
of confidential men only. A private locked journal is also used. In the 
private ledger are carried the confidential accounts whose details are to 
be kept from the general office force. In the general cashbook and journal 
debit and credit columns are carried with “private ledger,” the total being 
posted to that account on the general ledger. This is, of course, a con- 
trolling account. Any items affecting the private ledger accounts are 
entered by the general bookkeeper in the “private ledger” columns, which 
ends his connection with them. The officer who keeps the private ledger 
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transfers these items to the private journal, the offsetting entries being to 
“general ledger” controlling account. When the books are closed all the 
closing entries are made on the private books only, the general book- 
keeper knowing nothing about them. 

This method will not keep cash transactions secret. If payments are 
to be made that it is desirable to keep from the knowledge of the general 
office, it will be necessary to have a private cashbook and bank account. 
There could then be drawn on the general bank account a cheque for a 
round amount, which would be charged to private ledger on the general 
books. When deposited in the private bank account, it could be drawn 
against to pay favored individuals or for any other purposes known only 
to the proper officers. In this way even the amount of dividends could 
be kept from general knowledge. 

The accounts, personal or otherwise, to be kept on the private ledger 
will depend on the wishes of the managing officers. 


Stock DIvipENDS 
Editor, Students’ Department: 

As a recent subscriber to THE JouRNAL oF AccouNTANCY I take the libertv 
of asking the following question: The company I am with has increased 
its capital stock from $600,000 to $800,000—$100,000 preferred and 
$100,000 common—$100,000 to be taken from surplus account and $100,000 
to be sold. I am making this entry, crediting preferred stock $100,000, 
crediting common stock $100,000, charging surplus account $100,000 and 
opening a stock subscription account of $50,000 for preferred and a stock 
subscription account of $50,000 for common (we intend to dispose of 
$50,000 of each) and of course crediting these accounts with the cash 
when stock is sold. Is this correct? 

They have declared a stock dividend of 10 per cent. on common stock 
$400,000. I am charging surplus account and crediting common stock 
subscription account. Is this correct? If this had been a cash dividend 
I would simply charge surplus account direct—our last auditor said that 
it was better to charge surplus direct rather than to open a dividend 
account as we had formerly done. 

In case no part of this $200,000 increase was to be charged to surplus 
account I would charge the whole amount to “stock subscription account,” 
$100,000 for common and $100,000 for preferred, and credit when a sale 
was made. This would leave only $60,000 of common available after 
providing for the above $40,000 stock dividend. This “stock subscription 
account” is in one sense also a transfer account, taking care of all stock 
(both taken up and sold by the company) and the difference in the account 
represents the unsold stock on hand. Trusting I may hear from you 
as soon as convenient to you, and thanking you very much, I remain, 

Yours truly, 
N. S. K. 


Medina, Ohio. 


You are not explicit enough in your statements. You say that of the 
$200,000 increase in stock $100,000 is to be taken from surplus and the 
same amount to be sold, but you do not say which kind of stock comes 
from surplus, nor which kind is to be sold. As you say that you intend 
to sell $50,000 of each, I infer that the $100,000 to be taken from surplus 
is divided equally between the two kinds. I do not understand what you 
mean by a stock dividend of 10 per cent. on common stock. 
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If I am correct, the board of directors should declare a dividend of 
$50,000 on preferred and the same amount on common. Then the entry 
would be 

Surplus 100,000 
To preferred stock 50,000 
Common stock 50,000 
For dividend declared by directors at a meeting, etc., pay- 
able in stock. 


Then stock would be issued pro-rata to each class of stockholders, and 
no further entry is necessary. 

For the stock that is to be sold you cannot charge stock subscription 
account, unless ‘he stock is all subscribed. You should charge unsub- 
scribed stock for each class. When subscriptions are received, charge 
subscribers and credit unsubscribed stock. When the subscribers pay, 
credit subscribers. 

There is no doubt that your accountant is wrong in not putting divi- 
dends through dividend account. If it is not done there is no record on 
the books that a dividend has been paid. In your case the stock dividend 
was $100,000, not $40,000. The stock covered by the dividend must be 
divided among the stockholders and cannot be sold unless the stock- 
holders sign a written waiver of their right to it. 





Pennsylvania Institute of Certified Public Accountants 
At a meeting of the Pennsylvania Institute of Certified Public 
Accountants the following officers and directors were elected: President, 
Joseph M. Pugh; vice-president, William J. Wilson; treasurer, James J. 
Burns; secretary, R. J. Bennett; members of council: T. Edward Ross, 
Herbert G. Stockwell, James W. Fernley, George Wilkinson, Horace P. 
Griffith and the officers of the institute. 





British Society of Incorporated Accountants and Auditors 
The council of the British Society of Incorporated Accountants and 
Auditors has unanimously re-elected Arthur Edwin Woodington, London, 
president, and William Claridge, Bradford, vice-president for the ensuing 
year. 





Missouri Society of Certified Public Accountants 
At the annual meeting of the Missouri Society of Certified Public 
Accountants the following officers were elected: F.C. Belser, president; 
F. A. Wright, first vice-president; E. G. H. Kessler, second vice-president ; 
R. C. Brown, secretary; Edward Fraser, treasurer. 





The partnership of McWhorter, Boyce, Hughes & Farrell having been 
dissolved as of May 31, 1918, David E. Boyce, James F. Hughes and 
James F. Farrell will continue the practice of accountancy at 120 Broad- 
way, New York, under the firm name of Boyce, Hughes & Farrell. 
Charles F. McWhorter will continue in practice individually. 
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BOOKKEEPING AND COST ACCOUNTING FOR FACTORIES, by 
WitraM Kent. John Wiley & Sons, New York. 


A book 8% x 10% is always ungainly. Such might be the reaction to 
the book under consideration at first glance. A perusal of the preface 
might give one a second disagreeable reaction. “The time has arrived,” 
says the author, “when there is a need for a systematic treatise on cost 
accounting which will start the student at the beginning with the elemen- 
tary principles of double-entry bookkeeping and lead him through factory 
accounting to cost accounting, giving him not only the fundamental theory 
in accordance with the views of the ablest modern accountants, but also 
warning him against the time-worn fallacies of the older school. Such 
a treatise the author has undertaken to prepare.” This duty apparently 
has made itself felt because “some accountants . . . are still perpet- 
uating traditional errors. Some of them are still insisting that interest 
on investment forms no part of factory cost; that business and selling 
expense are part of cost; and that a profit cannot arise until a thing 
is sold.” 

The first chapter contradicts the claim for modern methods. Such 
obsolete terms as “to mdse.” and “by cash” are advocated. The specimen 
cashbook exhibited is of ancient design. The statement is made that the 
“entry ‘by balance....’ on the Cr. side is usually made in red ink.” 
Further, the student who wishes to learn more of the details of book- 
keeping than are given in the above highly condensed treatment is advised 
to purchase two or three old books on the subject at a second-hand book 
store and get the views of different authors on the fundamental theory, 
then for a great variety of detailed instruction and forms, with much 
good advice, to get a recent edition of J. H. Goodwin’s Improved Bookkeep- 
ing and Business Manual. 

One finds little in the first fourteen chapters of the book which is not 
in other books. The material is presented without apparent regard for 
logical order or sequence of thought. It might almost be said that this 
much of the book offers no excuse for its existence. 

Chapters XV to XX are welcome additions to the literature of cost 
accounting. They present such subjects as “Modern accounting systems 
for steel works,” “Foundry costs,” “Hardware factory and machine shop 
accounting,” “Costs in a woodworking shop; a bakery; a textile mill, a 
power plant,” “Costs in a printing shop.” These chapters are made 
especially useful through the complete and excellent assortment of forms 
which accompanies them. 

The return to the form exhibited in the early chapters is apparent in 
the last chapter, the composition of which is as follows: “Reports to 
stockholders; education of accountants; cost of idleness; miscellaneous 
forms; bibliography.” 
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Posterity might have struggled on successfully had about three- 
fourths of this book remained unwritten. The remaining fourth should 
serve a useful purpose and be much appreciated. This may compensate 
the author for the vast amount of work he must have put into the 


preparation of the book. 
JoHN RAYMOND WILDMAN. 





CREATING CAPITAL, by Frepertck L. Lippman. Houghton, Mifflin 
Co., Boston and New York. 75c. net. 


In a handy pocket edition comes a little essay on business ethics by 
Frederick L. Lippman which has been delivered as the second of the 
Barbara Weinstock lectures on the morals of trade at the university of 
California. Mr. Lippman treats the subject from a practical business 
point of view. Money-making has ceased to be the sordid occupation of 
the old philosophic view. It is a means of creating capital, and only by 
creating capital can man advance in civilization. Capital is used in a 
broad sense, meaning not so much the economic fund from which profits 
are made as the sum total of all established comforts and necessities we 
find about us. All the great works of art, monuments, buildings, etc., are 
so much capital handed down to us from the past, and it is man’s duty 
to continue creating capital for those who come after us. Every advance 
in civilization, from a material point of view, means more wants to be 
satisfied—hence more business and more creating of capital by the process 
of making and saving money. There is no end to the process seemingly, 
for it is about as certain as anything can be in this uncertain world that 
when man ceases to save something for the future, i.e., create more 
capital, all progress will stop and retrogression will set in. This prin- 
ciple made clear, Mr. Lippman describes in a general way the steady 
growth in business ethics and morals in this country. While he does not 
ignore the increasing altruistic tendency of the age, he shrewdly points 
out that it pays. Better work, larger output and greater gains usually 
follow better conditions. 


W. H. L. 





HIGHER EDUCATION AND BUSINESS STANDARDS, by WI Lar 
Eucene Hotcuxiss. Houghton, Mifflin Co., Boston and New York. 
$1 net. 


Another of the Barbara Weinstock lectures is by the director of busi- 
ness education at the university of Minnesota, Willard Eugene Hotchkiss. 
It covers the same subject as the one by Mr. Lippman, but naturally 
treats it from the view-point of the educator. By long and patient evolu- 
tion the business world has attained a certain standard of ethics and 
morals and it is now the turn of the university to set up even higher 
standards and train young men to support them. Not only scientific 
efficiency should be sought, but the psychology of human relations should 
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be studied. Business, so regarded, becomes a profession in itself, a fact 
which universities are generally recognizing and providing for. The uni- 
versities are not to attempt the work of the shop or office, i.e., to train 
young men in the minutiz of business practice, but are to train them to 
take broad and comprehensive views of business in its relations to public 
welfare. Business is not, or should not be, a matter of making gains 
for oneself, but a training in service to the public for which, of course, 
commensurate rewards are to be expected. 

Comparing the two essays the reviewer is struck with the curiously 
opposing principles underlying them. In Mr. Lippman’s essay we have 
the enlightened selfishness theory of Herbert Spencer as the moving 
force. In Mr. Hotchkiss’, altruism seems to be the force and the goal. 
Each recognizes the opposing element of the other to some extent, to be 
sure. It would be difficult to quote chapter and verse to verify the posi- 
tion of either, but such is the general impression left upon the mind of 
the reviewer. While such an impression is not a matter of any particular 
importance, it will serve to epitomize in a way the profound questions 
which the business world will have to solve after this war. The political 
questions of autocracy and democracy are not the only ones fighting for 
the mastery—economic and industrial problems must also be solved. And 
the latter, since the debacle in Russia, sppear to be of a three-fold 
nature. To be explicit, in Germany we have the efficient militarism which 
extends to every department of political and industrial life; in England, 
France and America, we have the enlightened selfishness under self- 
limited governments which have made each great in its own way indus- 
trially; and in Russia of today we see the result of altruism carried to 
the mth degree under a “government” of the demos pure and simple, in 
a word, Bolshevikism. For a “discredited philosopher” Herbert Spencer 
seems to have been remarkably prophetic, for it is forty odd years since 
he outlined the course evolution would be likely to take where society 
was based on militaristic, communistic (i. e., altruistic), and “enlightened 
selfishness” principles, respectively. Far be it from us to attribute 
Bolshevik principles to Mr. Hotchkiss, but it cannot be denied that 
Bolshevikism is merely altruism carried to its extreme logical conclusion. 

What changes in industrial America the war will bring about no man 
can predict with any confidence. The ideas in these two essays are well 
worth careful study by any man who hopes to take an active part in the 
reconstruction of the business world, for if we are to make a new start 
we will need not only the courage of our convictions but sound reasons 
for them. Democracy as we know it in America will never be in greater 
peril than when peace comes and the industrial world struggles to get 
back to a normal basis. Against the flood of fads and isms of all kinds 
that will threaten us then only clear thinking and steady heads will avail. 
Such essays as these are a help, and the university of California deserves 


thanks for making them accessible to the general public. 
W. H. L. 
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REMINISCENCES, by Gerarp Van De Linoe, F.C.A. Gee & Co., 
London. Twelve shillings and sixpence net. 


When a man attains the ripe age of 78 and is evidently in full posses- 
sion of all his faculties, including a good memory, it goes without saying 
that his reminiscences usually make good reading. That it is not neces- 
sary that one should have been prominent in state affairs to make his 
recollections of a long and busy life interesting is proved by the amusing 
book written by our English confrere, Gerard van de Linde, F.C.A. The 
title is well chosen, for the book is not an autobiography as we usually 
understand the term, and there is little of the shop in it. Mainly it is 
a running, discursive account of many trips about the British Isles, the 
continent, India and one to Cuba, telling of people the author met, the 
experiences he encountered, and his observations on manners and customs 
in general. It is a book for the leisure hour, just as one would enjoy a 
chat with a traveled friend over an after-dinner cigar. 

Mr. van de Linde is already well-known in English accounting circles 
for a number of professional books he has published, but his latest (we 
hope not his last) book was written as a labor of love (to quote his own 
words), the proceeds of it being devoted to the Chartered Accountants’ 
Benevolent Association. Therefore every buyer of a copy in America 
“will be aiding a worthy charity among our English brethren, a charity 
which is undoubtedly having pretty rough sledding these days. 

W. H.L. 





Sully, Hood and Strong annonce the dissolution of partnership. 
James O. Sully will continue his accounting practice at 705-7 Merchants 
National Bank building, San Francisco. Walter Hood and Addison G. 
Strong will continue their accounting practice under the firm name of 
Hood & Strong at 1312-17 Merchants National Bank building, San Francisco. 





Mortimer A, Davis, Earl G. Teeter, and Clarence A. Niquette, announce 
the consolidation of their accounting practices under the firm name of 
Davis, Teeter & Niquette, with offices at 333 South Dearborn street, Chicago. 





Charles Neville & Company, Savannah, Georgia, announce that the 
name of the firm has been changed to Neville, McIver, Barnes & Co., the 
offices remaining as before. 





Arthur E. Andersen & Company announce that C. M. DeLany has 
withdrawn from the firm of Andersen, DeLany & Company and that the 
firm will continue as Arthur E. Andersen & Company. 





C. A. Johnston and F. O. Straight announce the rernoval of their 
offices to L. C. Smith building, Seattle, Washington. 





Hollis, Tilton & Porte announce the removal of their offices to suite 
1364-1368, Penobscot building, Detroit, Michigan. 
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